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CURRENT QUESTIONS IN CONSUMER CREDIT 


DID THE FEDERAL RESERVE STUDY 
ANSWER THE QUESTION?* 


HERMAN E. Krooss 
New York University 


IN MANY RESPECTS consumer credit is at the moment one of the 
most unprovocative topics on any agenda. The great furor over the 
subject that enlivened the economic world two years ago has died 
down to an imperceptible whisper. The heat is off the whole program 
of what to do or not to do about consumer debt, and no one is any 
longer the least bit concerned about the question of whether or not 
standby controls over consumer credit should be re-established. 

But consumer debt is still with us. It is true that there has been 
a decline in the rate of increase, but the aggregate volume of short- 
and intermediate-term credit is at the highest point in history ($43 
billion), a little less than $3 billion more than in October, 1956. 
Moreover, automobile credit, the center of most of the controversy 
over instalment credit, is also higher than at any time in the past. 
Thus the problem of consumer debt remains, but it is temporarily 
buried beneath new and more exciting controversies over the nature 
of inflation, whether we are or are not in a recession and whether 
there will or will not be a recovery in mid-1958. Consumer debt is not 
a dead issue. It is merely sleeping, and it will undoubtedly reawaken 
sometime in the future, again to perplex economists and policy- 
makers. At least, this we can assume from the past, for it always has 
reawakened after temporary lulls. This period of calm, therefore, 
offers a most propitious moment to take another look at the Federal 
Reserve Consumer Credit Study. 

* This paper by Herman E, Krooss and the following paper by Peter Fousek were pre- 
sented at a meeting of the American Finance Association in Philadelphia on December 28, 


1957, The program was under the chairmanship of Madeline McWhinney, Federal Re- 
serve Bank of New York. 
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There are a number of aspects of the Study that are especially 
impressive. To begin with, it is excellent in both quantity and quality. 
Judged by almost any criteria, it is a superb job of which any aca- 
demic institution would be proud. It is a model of good scholarship, 
thorough and detailed, objective and judicious. The Study is also 
impressive for the things it emphasizes and for the things it under- 
emphasizes. It is replete with data, facts, and statistics; it is sparse 
in theory, interpretation, and conclusions for monetary policy- 
making. Questions capable of a factual answer it treated exhaustive- 
ly, but it skirted around the fundamental questions having to do 
with the objectives and effectiveness of monetary policy in general. 
Then, too, the area of agreement among the different parts of the 
study was extremely small; the area of disagreement was immense. 

But there is no doubt that the Study, together with the subsequent 
500-word statement by the board itself, offered a whole multitude of 
answers to many of the controversial questions that surround con- 
sumer credit. In some cases the answers were not so adequate as 
might have been desired; in other cases they were perhaps too ade- 
quate. Perhaps there were too many different answers to too many 
of the same questions, but the answers were there. Indeed, some- 
where in the six volumes one can find every possible answer to every 
one of the controversial and enigmatic questions that can be asked 
on the subject of consumer credit. This is especially true of the 
volume contributed by the academic economists. Here great pains 
were taken to present both sides of every two-sided question. In an 
apparent effort to attain complete objectivity, the Federal Reserve 
staff turned the most controversial questions over to the debating 
prowess of the professionals and settled back to enjoy the sport. 
And it was a great debate. The papers were on a high level. They 
were exhaustive, yet succinct. Most important of all, they covered 
both sides of the water front. If these papers were typical, they 
demonstrated that after a few hundred years of hard thinking about 
monetary theory and central banking the area of agreement is most 
minute. 

There was almost universal agreement on only one small aspect 
of consumer credit. The professionals were of almost one mind in 
agreeing that consumer credit contributed to economic instability 
and that, because of its multiplier effects, it was more important 
than other types of consumer spending. But here agreement ended. 
The economists disagreed widely concerning consumer credit’s exact 
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role in the business cycle. Some considered it “important,’* but the 
great majority thought it much less important than business invest- 
ment spending and considered it an amplifying, not a causal, factor 
in the cycle. A few, although not saying so in so many words, seemed 
to think that consumer debt was a causal, as well as an intensifying, 
element. They thought that its accelerator and multiplier effects 
made it of such “strategic importance” that its effects were com- 
parable to business investment spending or to business inventories.” 
Others, on the other hand, minimized the unstabilizing effects of 
consumer credit and of consumer durables with the general argu- 
ment that consumer durable purchasing, unless it affected cash bal- 
ances, was merely a substitute of one type of spending for another.®* 

The economists gave little attention to the question of whether 
the peaks and the troughs in consumer credit could be leveled out 
without permanently destroying part of the demand for consumer 
durables. Professor Nadler thought that this could be accomplished 
“without any reduction in the total demand over an extended period 
of time,”* and, by implication, most of his colleagues seem to have 
agreed with him. But there was a most extraordinary divergence of 
opinion on the question of whether instalment credit encourages or 
discourages saving and whether it encourages or discourages eco- 
nomic growth. So far as economic growth was concerned, Professor 
Miller suggested that “consumer durables, with consumer credit 
acting as a crucial stimulant, introduce a dynamic element . . . which 
makes possible . . . an increase in income sufficient perhaps to permit 
society to acquire its consumer durable goods with little or no sacri- 
fice of other savings or current consumption.” He went on to con- 
clude that, on the basis of data and theory, it was difficult to refute 
the contention that consumer credit has contributed to economic 
growth.® To this thesis that consumer credit can increase saving, 
consumption, and economic growth, Professor Lutz replied: “I can- 
not agree. I believe a case can be made for the opposite finding; 
that consumer credit retards the growth of the economy.”® One of 
the bones of contention was the familiar one over whether consumer 
durables are consumption or saving. Miller believed that they were 
saving; Lutz, on the other hand, contended that they were consump- 
tion. He therefore argued that consumer credit increased consump- 


1. Nadler, Part II, II, 22. 

2. Humphrey, Part II, I, 37-38, and Basse, p. 69. 

3. Friedman, Part II, II, 79. 5. Miller, Part II, I, 170, 201. 
4. Nadler, Part II, II, 23. 6. Ibid., p. 236. 
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tion at the price of less saving and that, by reducing saving, it 
retarded economic growth. All of which demonstrates that the rela. 
tively new thesis that consumption is the primary force in economic 
growth is not so widely accepted as some of us had believed. If there 
was no significant agreement concerning the effect of consumer credit 
on economic growth, there was even less agreement on questions of 
policy, such as whether consumer credit was sensitive to general 
monetary controls and whether standby credit controls should be 
re-established. Here the expressions of opinion were most definite, 
but one can only conclude from them that academic economists were 
about equally divided on both questions. Those who argued for the 
re-establishment of standby controls were solidly agreed on the 
reasons therefor. They stressed and restressed three main points: 
(1) consumer credit was an unstabilizing factor; (2) consumer 
credit could not be controlled by the more common monetary tech- 
niques, such as open-market operations or changes in the rediscount 
rate; and (3) standby controls should be re-established in the in- 
terests of full employment and smoothing out the business cycle. 

There was no similar agreement among those who opposed stand- 
by controls. Here were presented a multitude of reasons against 
controls, many of which deeply offended some of those who opposed 
standby controls. Professor Friedman argued that additional con- 
trols were unnecessary because present controls would be adequate 
if they were correctly practiced. He thought that “attempts to go 
beyond tax and expenditure policies plus a largely automatic mone- 
tary policy are at least as likely to make matters worse as to make 
them better.”* It was also argued that the regulation of consumer 
credit was “foreign to the real purpose of central banking’ and 
that it was a discriminatory and unwarranted interference with the 
market mechanism. In addition, it was said, such regulation was 
technically defective. It would distort the allocation of resources 
and encourage evasion. 

Taken as a whole, the two volumes contributed by the profes- 
sional economists® did not result in any definite answer to the really 
important questions concerning consumer credit. But they were pro- 
vocative. The volume contributed by the Federal Reserve staff" 
was, on the other hand, distinguished for its caution. It was a model 
of careful and detailed scholarship, crammed with informative, al- 
though somewhat expected, facts. Thus we learn that the delin- 


7. Part II, II, 76. 9. Part II, Vols. I and II. 
8. Simmons, Part IT, II, 112. 10. Part I, Vol. I. 
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quency rate was lowest in 1955 when consumer credit was growing 
most rapidly and that it has always been lower in prosperity than 
in depression. We also learn that debt was lower among those with 
more liquid assets than among those with less liquid assets. Thus 
60 per cent of consumers owning no liquid assets were in debt as 
compared with only 40 per cent of those with liquid assets. Only 
25 per cent of the consumers with $500 or more of liquid assets 
were in debt, as compared with 70 per cent of those with less than 
$200 of liquid assets. We are apprised of the fact that, for two- 
thirds of those in debt, payments amounted to less than 20 per cent 
of disposable income. 

We learn additional facts, some novel and some not so novel: 
consumer debt as a percentage of disposable income was at the 
highest point in history in 1955; the very poor and the very rich 
had less debt than the middle-income groups; debt was most com- 
mon among young married couples with young children; lengthening 
maturities has the same effect that a price reduction should have, 
but often does not; increasing or reducing the interest charge on 
consumer debt is less effective than raising or lowering down pay- 
ments or extending or shortening maturities, but lengthening ma- 
turities increases delinquencies. Most of these truths we already 
knew, but now we also know their mathematical magnitude. 

The Reserve staff, however, by no means confined itself merely 
to the presentation of a collection of miscellaneous facts. It also drew 
an imposing array of conclusions regarding the effects of consumer 
credit on demand and thus on economic growth and stability." These 
conclusions may be summed up under three headings: the general 
effects, the effects in a period of underutilization of resources, and 
the effects in a period of full employment. 

The staff concluded that in its general effects consumer credit has 
accelerated, rather than retarded, economic growth. It arrived at 
this conclusion by the following reasoning. Consumer credit increases 
the demand for automobiles and for other durable goods to a lesser 
extent. Consumer credit also lowers borrowers’ rates of saving in 
financial form. Therefore, consumer credit increases demand by an 
amount in excess of the actual volume of credit, i.e., by an amount 
equal to the volume of credit plus the decline in saving. From this 
it follows that consumer borrowing has spurred, rather than re- 
strained, business spending. It has, moreover, led to increased pro- 
ductivity by adding to the demand for those goods that utilize more 


11. Part I, Vol. I, sec. 9, pp. 164 ff. 
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capital equipment. And it has also expanded consumption by en. 
couraging quick decisions and impulse buying. For all these reasons 
the general effects of consumer credit have been salutary for eco. 
nomic growth. 

But these are the general effects. They would, of course, be ac. 
centuated in a period of underutilization of resources. At such times, 
the staff concluded, consumer credit may contribute to aggregate 
demand as much as several times its aggregate amount and will 
result in a faster rate of growth than would prevail without such 
credit. At high levels of output and demand, on the other hand, 
consumer credit has little effect on aggregate demand. Its principal 
effects are on prices, interest rates, and the distribution of income. 
When the economy is operating at near-capacity rates, consumer 
credit must take something away from either investment spending 
or from consumer spending for non-durable goods. If it takes re- 
sources away from investment, it will interrupt and repress eco- 
nomic growth; but if it takes resources away from other kinds of 
consumer spending, it will accelerate growth. In any case, however, 
further increments of consumer credit at high levels of employment 
will result in upward pressure on the price level. But the staff be- 
lieved that this tendency toward instability could be controlled with- 
in the framework of the Federal Reserve Board’s present powers 
over credit, that is to say, they concluded that consumer credit is 
sensitive to general monetary controls. In the words of the Study 
itself: “A sufficient restriction of bank credit will result in greater 
saving and reduced spending somewhere in the economy that will 
offset the consumer and other demand induced by instalment credit 
growth. .. . It appears that, in an economy operating at close to 
capacity rates, added demand by consumer-borrowers is offset 
largely by added saving by other consumers, by business and by 
government.”** Adding further embellishments to the above conclu- 
sions, the Study found’® that consumer credit expansion and con- 
traction, although not a principal force, has been both a leading and 
an amplifying force in economic fluctuations. Its major influence, 
however, has been to add fuel to booms. Thus, in the 1920’s, in the 
mid-thirties, and in the mid-fifties, easier terms for consumer credit 
pushed the economy up faster. In recessions, on the other hand, 
consumer debt was not nearly so aggravating a factor. 

It can be seen that these conclusions list toward a “lean against 
the wind” approach. They are, moreover, completely orthodox. 


12. Part I, I, 183. 





13. Part I, I, 232 ff. 
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There is little, if anything, new or startling about them. Indeed, they 
bear a most striking resemblance to the conclusions reached by 
Nugent in his study of consumer credit written almost twenty years 
ago.* At that time, Nugent argued that consumer credit contributed 
substantially to the amplitude of the business cycle. He thought that 
fucuations in credit represented an increasingly powerful force 
toward instability. He believed that the volume of producers’ invest- 
ment would have been smaller if expansion of consumer credit had 
not taken place. But when full employment was approached, he 
wrote in 1939, the continued expansion of consumer credit might 
produce what he euphemistically called “unfortunate consequences.” 
From this analysis he concluded that “the desirability of controlling 
consumer credit will scarcely be doubted.” The staff came to no such 
conclusion. Indeed, it came to no conclusion at all on the subject 
of re-establishing standby controls. It left that delicate subject to the 
Board of Governors, and the board “expressed a belief that a special 
peacetime authority to regulate consumer instalment credit is not 
now advisable” (italics mine) and “a feeling that unstabilizing credit 
developments can be restrained by general monetary measures and 
sound public and private fiscal policies.” 

To a considerable extent, this statement left the whole matter in 
mid-air. It could be interpreted as a strenuous effort to avoid con- 
troversy. Indeed, there was an air of detachment about this 500- 
word statement and about the whole Study in general. The staff’s 
contribution seemed to lack conviction. It said, in effect, “Here are 
the facts; you make up your own mind.” Thus in many of its aspects 
it illustrated the current obsession with facts, and this obsession with 
fact-finding, fact-collecting, and fact-reporting is not good. This 
may sound surprising, for there is nothing so majestic as the majesty 
of a fact. But this is a far cry from the present tendency to give 
facts an existence and a good of their own. This is especially true 
of what have come to be known affectionately as the “numbers.” 
There is an apparent belief that statistics speak for themselves and 
that, if we only have enough figures, nothing more is needed. The 
grand generalization and the bold conclusion are passé. Caution is 
the watchword, and the phrase which begins “We cannot without 
more data” has become a cliché by which to avoid concluding any- 
thing. Yet we have more data than we can digest. Statistics, like 
facts, are important. They are vitally necessary, but they have a 


14. Rolf Nugent, Consumer Credit and Economic Stability (New York: Russell Sage 
Foundation, 1939). 
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tendency to produce paralysis of the decision-making powers. We 
may not as yet be paralyzed by preoccupation with statistics, but 
we are at least considerably hamstrung in drawing conclusions. Thus 
so admirable a study as the Consumer Credit Study found it most 
difficult to reach definite conclusions. There is something wrong 
about this. One cannot resist the tempetation to contrast the present 
study with the one written by E. R. A. Seligman back in the first era 
of alarming increases in instalment credit’® or with that of Nugent 
in 1939. Seligman had no data and drew the most sweeping conclu- 
sions. Nugent had more data, but certainly no plethora, and he drew 
sweeping conclusions. The present Study has vast quantities of data 
and drew fewer conclusions, and those few, as I have noted, very 
similar to Nugent’s. 

Perhaps the overly cautious avoidance of policy recommendations 
stems from too great a concern with achieving maximum objectivity. 
Especially in the two volumes of academic papers, there was appar- 
ent maneuvering to present both sides of the question. Such adroit 
judiciousness among those who are concerned with policy-making 
is disturbing. To be sure, objectivity, like fact-finding, is most ad- 
mirable, and I do not mean to imply that it is not. But there is, I 
think we should be reminded, a time and a place for everything. An 
academic group should never cease in striving for objectivity, but 
objectivity with nothing more has little place among policy-makers. 
Those who are concerned with determining monetary policy should, 
of course, make every effort to avoid mistakes and to determine the 
best policy. But a policy-making body cannot afford to be overly 
objective, for naked and unadorned objectivity leads to inertia, in- 
decision, stagnation, and watchful waiting for nothing. For policy- 
makers, the only thing worse than a completely closed mind is a 
completely open one. Policy-makers must have convictions. They 
must make up their minds. 

But, in order to make up their minds, policy-makers must have 
a set of clearly stated objectives. The goals of monetary policy can 
never be anything but ill-defined, but even ill-defined objectives are 
absent in the Credit Study. Is it, for example, concerned with eco- 
nomic growth or with economic stability? If I interpret it correctly, 
the Study is based on a belief that growth and stability are synony- 
mous and that what produces the one will produce the other. But 
this is not necessarily true. Stability does not necessarily encourage 


15. E. R. A. Seligman, The Economics of Instalment Selling (New York: Harper & 
Bros., 1927). 
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growth; it may discourage it. Nor does growth necessarily encourage 
stability. Stability may mean rigidity; growth means fluidity. More 
often than not, stability requires more regulation and control, and 
we can no more achieve growth by paying each other to watch each 
other than we can achieve growth by taking in each other’s washing. 

But, whatever the goal, we should re-evaluate our policies and 
our policy-making. If stability is to be the goal, what yardsticks, 
what criteria, shall we use in determining the level of stability at 
which to hold the line? Shall it be at full employment, at some 
agreed-upon interest rate, or at some magic figure in the consumers’ 
price index? And if at full employment, full employment of what, 
of labor, of capital, or at a point of “near capacity,” to use a phrase 
of which the Credit Study was very fond. For there are all kinds of 
full employment, just as there are all kinds of stability. 

If consumer credit threatens stability, how shall it be controlled? 
Can we accomplish this through general monetary controls? The 
Federal Reserve thought Yes. The academic economists were about 
equally divided. But history offers a poor case for the argument that 
general monetary controls are effective in controlling consumer cred- 
it, and if this is true and if consumer credit is a source of instability, 
then the interests of stability require standby controls. To be sure, 
the so-called “tight-money” policy (if it was a tight-money policy) 
may have had more influence in stemming the rise in consumer 
credit than I attribute to it. Certainly, credit as a percentage of 
income has declined, but the decline did not take place until long 
after the turn to tight money, and, in absolute terms, consumer 
credit continues to reach new historical highs. Which, of course, 
raises another question, namely, at what level is consumer credit too 
high? Shall it be measured in terms of disposable income at the level 
that prevailed in 1929? Or shall it be in terms of so-called “discre- 
tionary income”? If the former, then we were long past the danger 
point before any move was made. If the latter, then, according to 
some estimates, we could still expand by some 60 per cent without 
exceeding the 1940 ratio.’® By definition, it would seem more logical 
to use discretionary income rather than disposable income, but 
neither offers much help to stabilizers, for there is no sacred base 
from which to measure; 1929 was not the best of all possible eco- 
nomic worlds, and certainly 1940 was not. 

But the really important question is whether we want stability or 


16. Arno Johnson, “Symposium on Consumer Credit and Spending,” University of 
Pennsylvania Bulletin, February 14, 1957. 
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whether we want growth. The Federal Reserve Study did not answer 
this question; indeed, eighty years of central banking history have 
not answered it. If our objective were really economic growth, we 
would have to alter many of our most deep-seated ideas. We are 
often too much dazzled by the present, much too smug about where 
we are, and much too pessimistic about where we can go. We are 
too fearful of the disadvantages of debt and inflation and not suff- 
ciently mindful of their advantages. America grew rich, among other 
reasons, because of a high propensity to consume and a willingness 
to borrow. To grow richer, we must continue to consume, and some- 
one—business enterprise, the government, or the consumer—must 
go further into debt. If history is at all correct, we cannot have the 
cake of growth and eat the cake of stability. 

I am not suggesting that the problems of monetary policy are 
simple; they are anything but that. Nor do I intend my criticism 
of the Credit Study as a club to chastise the Federal Reserve System. 
The difficulties involved in monetary policy are immense. Witness 
the results of recent monetary policy, which have been, to say the 
least, disappointing. Yet the monetary authorities have, on the whole, 
done a most commendable job. Perhaps the difficulties are too great 
to overcome. Perhaps we should scrap the whole idea of monetary 
policy. But this drastic solution is no solution at all. There is more 
comfort in the oft repeated suggestion that we review our basic 
concepts and thoroughly re-evaluate monetary policy. Whether this 
should be in the direction of stability or growth is a moot question, 
although growth seems preferable to stability. My own preference 
is for qualitative progress. Thus I demonstrate just how vague the 
goals of monetary policy can become, for qualitative progress is 
neither definable nor possible in this most real of all real worlds. 
What is possible is stability or growth, and I am hopeful that one 
can be attained if we decide which we want and if we abandon con- 
fusing policy-making with scholarship. Thus far we have not done 
this. We have not decided what we want, and, as the Federal Reserve 
Study illustrates, we have not resisted the temptation of overempha- 
sizing fact-finding and data-collecting. 





PREREQUISITES FOR THE GROWTH OF 
CONSUMER INSTALMENT CREDIT 


PETER G. FousEK* 
Federal Reserve Bank of New York 


CoNSUMER CREDIT Is an ancient institution. In one form or another 
it has existed in most money-using societies known to history—it 
may even be older than money—and today it is used not only in 
the economically developed countries but also in the relatively less 
developed ones. Consumer instalment credit, on the other hand, is a 
relatively recent development. Instalment selling, it is true, is also 
known to have existed a very long time ago, but only in exceptional 
instances. Thus in ancient Rome houses were once sold on the instal- 
ment plan, while in seventeenth-century Britain Scottish weavers 
sold suit “lengths” on instalments on a door-to-door basis to wage 
earners in the north of England. 

In its modern form, however, consumer instalment buying dates 
back to the middle of the nineteenth century. At that time furniture, 
sewing machines, pianos, and even encyclopedias began to be sold on 
the instalment plan not only in the United States but also in most 
western European countries and in some of the overseas countries 
of the British Commonwealth. Today, of course, instalment credit 
is very much more important in this country than abroad. The revo- 
lution in consumption that made it possible and that in turn was 
accelerated by the growth of instalment credit in this country is 
admirably described in the study by the Federal Reserve Board of 
Governors of consumer instalment credit, in a chapter prepared by 
Robert Solomon.* 

In this paper I have been asked to look outside the United States 
and to discuss the factors behind the much slower and very uneven 
expansion of consumer instalment credit abroad. The basic pre- 
requisites for the growth of such credit can best be discussed under 
three headings: (1) the fundamental economic factors, of which the 
most important is a standard of living well above the subsistence 
level; (2) the community attitudes; and (3) the financing facilities. 


*The views expressed represent those of the author and not necessarily those of the 
Federal Reserve Bank of New York. 


1. Board of Governors of the Federal Reserve System, Consumer Instalment Credit, 
Part I, Vol. I, chap. ii. 
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These factors and the expansion of consumer instalment credit al] 
act and react on one another, so that it is not always easy to measure 
their relative importance. The foreign experience confirms both this 
cumulative interaction and the fact that all three of the basic factors 
have to be present together for a significant growth of consumer 
instalment credit to take place. 

Not only does the United States enjoy the highest standard of 
living in the world, but its consumer instalment credit “is highly 
developed from a technical standpoint and thoroughly integrated in 
the day-to-day life of the community.”” In most foreign countries 
the picture is very different. Table 1 presents some data on consumer 
instalment credit in a few foreign countries, together with certain 
other pertinent statistics. The statistical material on consumer instal- 
ment credit abroad is rather poor, and many of the figures in the 
table are only very tentative estimates; however, they serve to indi- 
cate the approximate orders of magnitude. When we rank the rela- 
tive importance of consumer instalment credit according to the ratio 
of the total outstanding to annual national income, we see that only 
in Canada and Australia does such credit approach the United States 
figure. In western Europe the ratios are much smaller, never exceed- 
ing 3 per cent, as compared with the United States 9 per cent. Instal- 
ment credit also exists in other European countries, as well as in 
many countries in Latin America and in some in Africa and Asia, 
for which no over-all estimates are available. But it is safe to assume 
that in most of these countries that do not appear in Table 1 instal- 
ment credit is even less important. 


I. THe Basic Economic Factors 


The average level of incomes is the first factor behind the varying 
importance of instalment credit in different countries. Consumer 
durable goods start to be important in an economy only when in- 
comes rise significantly above the subsistence level. Since consumer 
instalment credit is primarily associated with the financing of pur- 
chases of durable goods, its importance tends to vary with income 
per capita. (Should rental arrangements for durable goods one day 
displace instalment buying—a possibility that is not altogether to be 
excluded—this particular factor behind consumer instalment credit 
would diminish. ) 

In most western European countries, per capita national income 

2. Guy E. Noyes, “The Longer-Term Prospects in Consumer Credit in the United 


States,” address at the Instalment Credit Clinic, New York State Bankers Association, 
Albany, New York, October 29, 1957. 





tol § “ssort ‘a]qQRTeAR jou = “wut 
"SUOTIEN PIU 93 Jo DIO [RONSHRIS pue 
uoneiadoo) IIWOUOIT uvadoiny 40) uot) eZ Rd1Q¢—) wodJj pajdepe suuinjoo 9014) }SP] ‘SuOTze. nyqnd je yyyounN pue yenyo wodlj per spe suwnjoo ano} S14 290INOS * 


6'SP ¢ OOF oo¢e ; ‘eu ‘R'u ‘e'u A[eqy 
wy ‘eu | 0Z Ol euysny 
Zee g ‘eu Ol spurpeqjoN 
v'€Z 00L-00$ SI SI Aueuory 
9°71 8 | O¢ 3 Ol surely 
$0°0Z 8 f $9 ‘e" cI wInIs|ag 
1 et 6 008-00 LI ‘te ; 02 tuopsury pezuy 
¢ Ol ‘eu ce "e°u PUL]IIZ}JIMS 
‘wu 006-008 s¢ ZI-1I 09 vyeaysny 
‘e'u “eu “Ru ‘eu pue[eaZ MO 
Ol OOT‘T OF ZI OOT epeuey) 
Ol 009 ‘1 9 4,e'u 061 sajye}Sg poquy 
(9S61) 
(9S61) SAYALIGNAd (sav1Tog aPVWIIISY 9qejleay 389}e’']) eyidey sed AWLNAOD 
avo Xq NoILanas Sn ‘9S61) Liagag SATVS TIvLay yeuoneN jo sivyjod 
aaONISSV x.) TYNOSaag VIldVD aig SaaaL NO LHONOg 40 INID 49d juag 19g SV ‘s'n Uy 
aad 40 LNAD a4q SV IGNdd XY] NOLLAWAS SavQ aFONaSsVd SV SYTVS 9S6| 40 ANY ‘ONTAGNVISLAG 
SNOS8Ig sqaoor) aTavang NOD IVNOSaad MAIN 40 INID 49g LNINTVISN] LIGaay LNAWTVLSN] aawoass 
NO SaanLIAGn Idx 


SAIMLNNOD AALOATAS AOA VLVG GALVTAY ANV LIGAYD LNANTVLISN]I YANASNOD AO SALVWILS 


«tl ATAVL 





166 The Journal of Finance 


is well below half the United States figure, and even in Australia and 
New Zealand, where it exceeds that of most western European coun- 
tries, it is not very much above half, while in Canada it is some 
three-quarters. Not surprisingly, therefore, the proportion of con- 
sumer expenditures devoted to durable goods abroad is generally well 
below that in the United States. Comparative figures for specific 
articles bear out this difference in living standards. For example, 
while there were just over 3 persons per passenger car in the United 
States at the end of 1956, the figures for western Europe ranged 
from about 12 persons per car in a few countries to 46 in Italy and 
even more in the poorer countries. Even in Canada, New Zealand, 
and Australia the figures (5, 5, and 6) were substantially above that 
in the United States. Since automobiles are the most expensive dur- 
able good bought with instalment credit, the ownership of auto- 
mobiles is a major factor behind such credit abroad, as in the United 
States. As regards television sets, even in Canada and the United 
Kingdom, which come closest to the United States figure of 4 persons 
per set, the ratio is about 8 per set, while the ownership of radio 
sets is at best only one-third as common in Europe as in this country. 
Finally, data on other consumer durables show that refrigerators and 
washing machines are owned by only some 10 and 15 per cent of 
British households, compared with over 90 and 85 per cent in the 
United States. 

Since the war the ownership of consumer durables has increased 
tremendously in most western European countries. Between 1949 
and 1955, when most of the record European expansion in instalment 
credit took place, the proportion of total consumption expenditures 
devoted to consumer durables in western Europe rose from 6.2 to 8.4 
per cent. While part of this was a catching-up from the war, it was 
partly a reflection of the rise in real incomes and partly the result 
of the relative cheapening of durable goods that tends to accompany 
such a rise. 

But a high income per capita is not a sufficient condition for a 
widespread ownership of consumer durable goods. The shift in in- 
come distribution toward the lower-income groups that has occurred 
in most European countries since the war was also essential for the 
spread of instalment credit. Durable goods had to be brought more 
within the reach of lower-income groups. Moreover, as a result of 
the shortage of servants that follows such an income redistribution, 
the middle- and higher-income groups tended to spend more on 
durable goods and less on servants. At the same time, the relative 
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impoverishment of the middle classes made it more difficult for them 
to accumulate funds fast enough to buy durables for cash and led 
them to increase their use of instalment credit. 

Among the other fundamental economic prerequisites for instal- 
ment credit growth, the income security that comes with prosperous 
times has been a major force behind consumer credit expansion in 
Europe since the war. The re-entry into the labor force of many 
married women and the undoubling of households that accompany 
full employment were likewise important. Married women not only 
brought a second income to the family but made sure that their in- 
comes would go toward buying laborsaving household appliances. 
The undoubling of households took away the household help that 
many young families received from grandparents and other relatives, 
and this increased the need for household appliances. Most European 
countries are still far behind the United States in this respect, how- 
ever. In the United Kingdom, for example, some 25 per cent of 
households are living with relatives, compared with 9 per cent in 
the United States. 

‘The postwar change in savings habits has likewise speeded the 
development of instalment credit in many western European and 
British Commonwealth countries. The spread of the welfare state 
has tended to reduce the need for accumulating liquid assets for 
emergencies, such as sickness and unemployment, and for retire- 
ment, and this has freed a part of incomes for instalment purchases. 
The available statistical material, however, does not show that in- 
stalment buying is more prevalent in countries that have gone fur- 
thest along the road to a welfare state, indicating perhaps that this 
is not one of the strongest factors at work. The wiping-out of liquid 
assets that came with the wartime and postwar inflation in many 
countries, however, clearly was a stimulus to instalment credit. Ger- 
many appears to be the most notable example of this. 

Finally, among the economic forces working toward an expansion 
of consumer credit, mention must be made of the movement toward 
the suburbs. In most foreign countries this trend has been much less 
pronounced than in this country; in some countries it is only just 
getting under way. But it has been important, and it counts very 
heavily in most discussions of the future expansion of instalment 
credit abroad. A growing ownership of automobiles has often—as 
in this country—been closely connected with the growth of suburbs; 
but it has itself been a major autonomous force. The role of auto- 
mobiles in the spread of instalment credit and their mutual inter- 
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action cannot be stressed enough. It is no exaggeration to say that 
motor vehicles are changing the face of Europe and have started a 
revolution in European habits, similar to that already experienced 
here. The number of passenger cars in Europe has more than doubled 
since before the war. Today there are more than 14 million passenger 
cars in western Europe, as against 6 million in 1938. The vehicle 
does not have to be a full-grown passenger car either; the thousands 
of motor scooters roaming the roads of Europe attest to that. In- 
creasing numbers of Europeans have started making the transition 
to passenger cars. Once he graduates to a scooter from a bicycle, 
the average European worker will not rest until he acquires an auto- 
mobile, a possibility that in the interwar period was not even in his 
wildest dreams. 


II. THE ComMuNItTY ATTITUDES 


So much, then, for the basic economic conditions that make in- 
stalment credit possible and that facilitate its growth. But the foreign 
experience shows that quite often the development of consumer 
credit is very unequal, even in countries with approximately the 
same material living standards. The attitudes toward consumer 
credit play a key role. The earlier widespread antagonism to the 
idea of instalment buying has not vanished to the same degree in 
most economically developed countries abroad as it has in the United 
States, and consumers abroad are much more reluctant to incur 
indebtedness. (Of course, the less developed countries do not, as a 
rule, have these prejudices against instalment buying, and thus the 
growth of consumer credit may be quite rapid there, once the other 
preconditions are met.) Moreover, manufacturers, retailers, and fi- 
nancial institutions abroad have not devoted as much effort to widen- 
ing the use of instalment credit by consumers as they have in this 
country. 

The extent to which new passenger cars are bought on the instal- 
ment plan is a rough indication of the differences in community 
attitudes. As far as available information goes, Belgium seems to be 
the only foreign country to match the United States ratio of some 
two-thirds. In most countries it is much smaller. In this country the 
present ratio of credit purchases to total passenger-car purchases 
was reached as early as the 1920’s. It was during the early 1920s, 
according to prewar publications, that instalment buying became 
respectable in this country. In Europe this stage is only now being 
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reached. The worst stigma appears to have been overcome, but 
caution remains. 

A recent Dutch comment typifies the prewar attitudes in Europe: 
“In the years before the war it seemed unlikely that the instalment 
purchase credit system would be adopted on any appreciable scale 
in the Netherlands. It was assumed that the Dutch national charac- 
ter, which is reputed for its solidity, would not take kindly to a 
trading practice which was regarded as not entirely consonant with 
sound business principles.”* An example of the contrasting attitude 
today is a statement of the International Institute of Banking 
Studies—a group of the leading commercial bankers of Europe—to 
the effect that the majority of the institute’s members believes that, 
within reasonable limits, instalment selling presents great economic 
and social advantages.* 

One reason for the different attitudes in Europe surely is the rela- 
tive lack of dynamism and of mobility in the widest sense in these 
older societies. In Europe it takes much longer to break down the 
old patterns and overcome the old prejudices. Of course, once the 
change starts, it may proceed quite fast. 

The greater reluctance of European consumers to assume instal- 
ment debt may also perhaps be explained by the lesser importance 
of homeownership and of home mortgages as compared with the 
United States. Thus in the United Kingdom, only some 22 per cent 
of households own their own homes, and 10 per cent have mortgages, 
against 54 and 30 per cent in the United States. Homeownership 
rather than tenancy has long been the accepted pattern in this 
country. When cash buying of homes got out of the reach of many 
families, they readily accepted the idea of buying their homes with 
a mortgage. And, of course, once people start paying for their homes 
in instalments, the next step—to start buying durable goods the 
same way—is not such a drastic change. The small use of home 
mortgages in most European countries may thus have made it very 
much harder to overcome the reluctance to borrow for durable goods. 

Business attitudes, just as much as consumer attitudes, are respon- 
sible for the slower growth of instalment buying in Europe. Business 
leadership is much less aggressive than in this country, and compe- 
tition is often a nasty word rather than a motto to be proud of. But 


3. C. D. Jongman, “Instalment Credit,” Amsterdamsche Bank Quarterly Review, First 
Quarter, 1955. 


4. Institut International d’Etudes Bancaires, Le Financement des ventes ad tempéra- 
ment, by G. Verhoosel (Paris, 1955). 
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these static attitudes have begun to change, and in a number of 
countries, when instalment credit started expanding, increased com- 
petition among retailers and manufacturers started propelling it 
along. Competition among retail stores undoubtedly was one of the 
factors behind the upsurge in instalment credit in the United King. 
dom in the early 1950’s. 

Another element of the community attitudes to instalment credit 
is the legal framework for instalment buying. The absence of legal 
protection for both sellers and buyers not only led to abuses but also 
kept back the development of instalment financing. The 1938 legis- 
lation in the United Kingdom, for example, which regulated the 
status of instalment buying, was an important prerequisite for the 
postwar increase in instalment credit. On the other hand, it seems 
probable that the absence of any legal protection for instalment sel- 
lers in Belgium has hampered the development of instalment credit 
in that country. 


III. THe FINANCING ARRANGEMENTS 


We now come to the third and last group of the basic prerequisites 
for consumer credit—the provision for adequate financing facilities. 
In the less developed countries, of course, instalment credit, just like 


other credit operations, is held back because the money sector of the 
economy has remained relatively small. Once monetary transactions 
became prevalent, however, special financing facilities became im- 
portant for the growth of consumer credit. Instalment credit, it is 
true, has spread even in the absence of special financing arrange- 
ments, but it has generally grown faster where such arrangements 
existed. Sometimes, however, the mere presence of such arrange- 
ments was not enough. In 1931, for example, the MacMillan Com- 
mittee in Britain complained that adequate facilities were available 
and were being developed but that not so much use was made of 
them as was possible and desirable. British traders, the committee 
added, should be made aware of the facilities that existed and should 
be ready to use them.° 

The first outstanding feature of instalment credit financing abroad 
is that practically everywhere—with the principal exception of Bel- 
gium—retailers themselves hold a much larger proportion of the 
outstanding volume of instalment credit than in the United States. 
Conversely, the participation of commercial banks in the direct fi- 
nancing of consumer instalment credit is very much smaller abroad. 


5. Report of the Committee on Finance and Industry (London, 1931). 
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Belgium again is the principal exception and, to a lesser extent, 
Denmark and Norway. 

Institutions specializing in instalment credit financing have now 
sprung up in a great many foreign countries. In the 1920’s they were 
often started with American participation, but since the war they 
have been organized largely by local interests, and their growth has 
been rapid. They now exist not only in the more developed countries 
of Europe and the British Commonwealth but also in the less devel- 
oped countries of Asia and Latin America. In Latin America they 
seem to be somewhat more common than in Asia, partly reflecting 
the higher living standards in many Latin American countries, partly 
because the emulation of North American spending habits is more 
common there. In western Europe specialized financial institutions 
appear to be absent in only a few countries, notably Sweden, Spain, 
Finland, and Portugal. In those European countries where sales fi- 
nance companies have become more widespread since the war, as in 
the United Kingdom, France, and Germany, such companies have 
undoubtedly been a major factor in the expansion of instalment 
credit. 

The attitudes and actual measures of the monetary authorities in 
various foreign countries have often had a great influence on the 
financing facilities—quite apart from any regulation of consumer 
credit terms. When the Bank of England, for example, in 1930 pur- 
chased a quarter of a million pounds worth of the shares of a major 
British finance company (it resold the shares a few years later after 
the company’s position was established), it gave a significant stimulus 
to the formation of finance companies in general. A more extreme 
case is the Yugoslav central bank, an institution that also acts as the 
country’s commercial bank, which started an instalment credit busi- 
ness a few years ago and thus brought about a very large expansion 
of instalment buying. On the other hand, the recent restrictions on 
the operations of the finance companies in countries like France and 
the United Kingdom have hampered the growth of instalment fi- 
nancing. 


IV. THE EXPERIENCE OF SOME FOREIGN COUNTRIES 


A discussion of the various individual forces shaping the growth 
of consumer instalment credit does not tell the whole story, however, 
for, as we have noted at the beginning, all these forces act and react 
on one another, and often one by itself is not enough for a significant 
expansion of consumer instalment credit. A brief discussion of sev- 
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eral foreign countries will help to illustrate this point. The less ex- 
tensive use of instalment credit in Canada than in the United States, 
for example, seems to be due mainly to the different institutional 
framework for the financing of instalment credit. The general Cana- 
dian consumer and business attitudes toward consumer credit seem 
to be close to those held in this country, and Canada’s per capita 
income is only somewhat smaller than in the United States. Finance 
companies, of both the sales and the consumer finance kind, are 
probably just as important in Canada as here. But Canadian com- 
mercial banks have not entered the consumer finance field with the 
same vigor as have banks in this country. Aside from possible con- 
servatism on the part of Canadian bankers, the main reason seems 
to be that the Canadian banks are prohibited by law from charging 
more than 6 per cent on their loans. 

Switzerland, on the other hand, is a country where the main ob- 
stacle to instalment credit appears to be the conservatism of its 
population. While no figures on the outstanding credit total are 
available, instalmert credit seems less widespread in Switzerland, 
which has the highest income per capita in Europe, than in Italy, 
with a per capita income one-third as large—this despite the pres- 
ence of many specialized financial institutions and a highly developed 
banking system. 

New Zealand is somewhat like Switzerland. That this should be 
so is rather surprising because in its close neighbor, Australia, instal- 
ment credit has witnessed the most phenomenal growth abroad of 
any country in the postwar period. New Zealand and Australia have 
approximately the same income per capita (about the same as 
Switzerland)—somewhat above half of this country’s—and they 
would at first glance seem to be rather similar in the general outlook 
of their populations. In Australia, it is true, the banks have been 
more active in the consumer credit field, primarily through finance 
company subsidiaries. Yet the apparently much greater utilization 
of instalment credit in Australia (this cannot be confirmed by actual 
data, since only incomplete information is available for New Zea- 
land) must be largely explained by the greater dynamism of the 
Australian business community. The vigorous competition among 
Australian retailers and finance companies was, by all counts, largely 
instrumental in the doubling of instalment credit in little over two 
years up to the beginning of 1956 and in its tenfold expansion since 
before the war. 

In Europe there also exist similar, although less striking, contrasts. 
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Thus Germany’s ample financing arrangements help to explain why 
instalment credit in that country is more significant than in some 
wealthier European ones. In Germany commercial banks, special in- 
stalment credit institutions, and savings banks are all active in the 
consumer credit field. In France, despite a higher per capita income, 
instalment credit is much less important than in Germany and is 
probably the least developed of the more prosperous countries in 
Europe. It may be that the hyperinflation in Germany led people to 
instalment buying, while the French inflation led only to the hoard- 
ing of gold. But to me the basic explanation of why instalment credit 
has not become more widespread in France has been the relative 
rigidity of the French industrial and trading community. Today this 
rigid structure has begun to change, as France undergoes its second 
industrial revolution. Since the financing facilities exist in France, 
consumer instalment credit will probably develop very rapidly there, 
once the temporary governmental restrictions, imposed during the 
recent inflationary difficulties, are lifted. 

The prevailing business attitudes may also help to explain why 
instalment credit in the United Kingdom, where it is more important 
than anywhere else in Europe, has not developed still more. It is, of 
course, possible that, in the absence of the consumer credit restric- 
tions imposed in 1955, instalment buying would have continued to 
tise by leaps and bounds. But instalment buying was already rela- 
tively well established in the United Kingdom before the war, so that 
its postwar upsurge becomes less significant. While the United King- 
dom has numerous sales finance companies, the English banks have 
stayed away from intalment credit financing. This undoubtedly is a 
major factor in the British picture. When a few years ago a Scottish 
bank was the first commercial bank in the United Kingdom to enter 
the field, through the purchase of a finance company, it caused many 
lifted eyebrows among the conservative British bankers. Despite the 
reputedly high profits of this type of financing in the United King- 
dom, no other bank has so far followed. 

The extensive participation in direct financing of instalment credit 
by the commercial banks in Belgium has most probably been a major 
teason for its growth in that country, despite such obstacles as the 
absence of a legal framework and the rather high customary down 
payments on most instalment purchases. The active interest of the 
Belgian banks seems to have resulted from the separation of invest- 
ment banking from commercial banking in 1935, which led the com- 
mercial banks to seek other business. 
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V. CoNCLUSION 


Since the war the economic, sociological, and financial framework 
has become more favorable to an expansion of consumer instalment 
credit in a great many foreign countries. Real incomes have risen, the 
idea of instalment buying has come to be more accepted, and special- 
ized financial facilities have become more widespread. The expansion 
in consumer instalment credit has been particularly significant in 
western Europe and some of the overseas countries of the British 
Commonwealth. The rise was most pronounced during the early 
1950’s, when it coincided with a rapid growth of demand. Even 
though the over-all significance of consumer credit remained relative- 
ly small, its expansion contributed to the inflationary strains and 
balance-of-payments difficulties of many of these countries. A num- 
ber of them thus turned to consumer credit controls to supplement 
their general monetary restraint measures. It is my belief that these 
supplemental controls were necessary because of the economic and 
institutional characteristics of these countries, which differ so greatly 
from those of the United States. 

In the first place, in a number of foreign countries the general 
institutional framework poses serious obstacles to a rapid and effec- 
tive application of general monetary restraint measures, and selective 
credit controls are thus often relied upon because their impact is 
considered to be more certain and more rapid. 

Second, in a number of countries greatly dependent on foreign 
trade, where consumer goods directly or indirectly form a significant 
part of either imports or exports, balance-of-payments difficulties 
may lead to emergency circumstances that may require a speedy 
cutback in expenditures on consumer durable goods. 

Third, the credit structures of several countries abroad are such 
that general credit stringency does not exert sufficient influence on 
specialized instalment lenders who have acquired sources of funds 
other than bank credit. In some countries where such funds are ob- 
tained in the capital market, the central bank’s influence over the 
market may not be sufficient to restrict the volume of new issues. 
Even when the Treasury does not oppose a rise in bond yields, as it 
has done in some countries at times, the central bank may not have a 
sufficient portfolio of securities to conduct open-market sales; more- 
over, the impact of the central bank’s restraint policies on the com- 
mercial banks, through either discount-rate or reserve-requirement 
changes, may not spread rapidly enough to the capital market, par- 
ticularly where the banks do not hold marketable securities. The 
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problem may be even greater when instalment finance companies 
attract funds not only by having recourse to the capital market but 
also by accepting short-term deposits. In countries where this is the 
case the finance companies, by offering unusually high deposit rates, 
appear to be able to obtain large amounts of funds, despite policies 
of general monetary restraint that are effectively reducing the vol- 
ume of bank credits. 

But, while consumer credit regulation has been necessary during 
the last few years in the various foreign countries that have resorted 
to it, it is to be hoped that the time will soon come when the controls 
will be lifted. Consumer instalment credit has begun to transform the 
economies of Europe, and it has a major role to play in the further 
increase in the standard of living of these countries. Its contribution 
as an incentive for raising productivity in particular has, I am sure, 
been great and should continue so. Many foreign countries are still 
far from the stage when consumer instalment credit can make a sig- 
nificant contribution to the expansion of their economies. In many 
others, however, the basic forces behind the growth of consumer 
instalment credit and the expansion of such credit itself have started 
the cumulative process that has already contributed so much to the 
raising of the American standard of living. 





DEVELOPMENTS IN THE MORTGAGE MARKET 


THE EFFECTS OF MONETARY POLICIES 
ON THE MORTGAGE MARKET* 


James J. O'LEARY 


Life Insurance Association of America 


DuRING THE POSTWAR period the real estate mortgage market has 
become increasingly, and often painfully, aware of the impact of 
monetary policies. It is not an exaggeration to say that nowhere in 
the business community has more effort been expended on under- 
standing and appraising the effects of Federal Reserve policies than 
in the mortgage banking fraternity. Their vital interest in the 
impact of monetary policies is perhaps exceeded only by that of the 
home-builders, who have also come to appreciate that the Federal 
Reserve can exert an important influence on housing. This latter is 
perhaps the understatement of the year. 

In spite of recognition by those active in the mortgage market 
and home-building of the important influence exerted on their activi- 
ties by Federal Reserve policies, monetary theorists are still inclined 
to limit their discussion largely to the impact of monetary policies 
upon commercial bank credit and the bond market. This approach 
is much too narrow because it is clear that monetary policies have 
highly important effects in the mortgage market. The purpose of 
this paper is to review and appraise these effects. 


COMPONENTS OF THE REAL EsTATE MorTGAGE MARKET 


Before turning to the impact of monetary policies on the mortgage 
market, it will be helpful to distinguish between several component 
parts of the market. This is because the impact of monetary policies 
falls somewhat differently upon these parts. In the non-farm resi- 
dential mortgage field it is useful to distinguish between government 
insured and guaranteed mortgages, on the one hand, and conven- 


* This paper by James J. O’Leary and the following paper by Mortimer Kaplan were 
presented at a meeting of the American Finance Association in Philadelphia on De- 
cember 28, 1957. The meeting was under the chairmanship of Leo Grebler, National 
Bureau of Economic Research and Columbia University. The papers were discussed by 
Ramsey Wood and Nathaniel H. Rogg. 
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tional mortgages, on the other. For the purposes of this paper, the 
basic distinction is that the interest rate on government insured and 
guaranteed mortgages is a regulated rate. Whatever yield-flexibility 
exists for investors in this area comes about through discounts or 
premiums. Because of the regulated rate, this sector of the capital 
market is vitally affected by changes in over-all capital-market con- 
| ditions. On the other hand, the interest rate on conventional resi- 
dential mortgage loans, although sluggish in movement, is free to 
reflect and respond to capital-market changes. Other important dif- 
ferences are that the government insured and guaranteed mortgages 
are characteristically low-down-payment, long-amortization-period 
mortgages, whereas state law and custom place the conventional 
loans characteristically on a much higher-down-payment and a 
shorter-amortization basis. There is also, of course, the government 
insurance or guaranty in the one case and the absence of it in the 
other. 

The other sector of the real estate mortgage market which should 
be distinguished is conventional mortgage loans on commercial and 
industrial properties. Because of the close relationship of this sector 
of the market to financing by means of industrial bonds and notes, 
the interest rates on conventional ousiness mortgages are much more 
sensitive to changes taking place in the bond market and in the 
capital market as a whole. Net yields on these mortgages are fairly 
closely related to net yields on industrial and public utility bonds 
and similar investment outlets. 

This paper does not attempt to deal with the other major com- 
ponent part of the mortgage market, namely, farm mortgages. 


SomME IMPORTANT CHARACTERISTICS OF MORTGAGE FINANCING 


Before proceeding with a discussion of the impact of monetary 
policies upon the real estate mortgage market, it will be helpful to 
consider briefly certain characteristics of the market which have an 
important bearing upon the impact of monetary policies. Of primary 
significance is the fact that mortgage financing is characterized by 
the forward-commitment procedure. This means, for example, that 
aresidential builder, prior to obtaining construction financing from 
a commercial bank, seeks a commitment for permanent financing 
from an investor such as a life insurance company or a mutual 
savings bank. Terms of the financing are specified in the forward 
commitment. The forward commitment is thus an essential and in- 
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dispensable part of the financing process; it is also characteristic of 
commercial and industrial mortgage financing.’ 

The forward-commitment process is particularly important in the 
case of new construction because of the time lag involved. A forward 
commitment made by an investor in April, let us say, on credit 
terms prevailing in April may finally result in the actual delivery 
of the mortgage and disbursement of funds in November. The lag, 
of course, is related to the period of construction. The length of the 
lag between commitment and disbursement of funds varies a great 
deal; it may run all the way from a few months to as much as two 
years or more, depending on whether the construction is residential 
or commercial or industrial, as well as other factors. Another way 
to view the forward-commitment process is that in a period of rela- 
tively easy credit and reduced construction activity a large volume 
of forward commitments may be built up, resulting in heavy con- 
struction activity at a later time. As will be developed in this paper, 
the forward-commitment process renders it exceedingly difficult for 
the monetary authorities to time the effect of their policies upon 
construction expenditures. 


A REviIEw oF RECENT HIsToRY OF THE IMPACT OF MONETARY 
POLICIES ON THE MorTGAGE MARKET 


The most fruitful way to analyze the impact of monetary policies 
upon the real estate mortgage market is to review the history of 
these effects in recent years. For this purpose the period from mid- 
1950 has been chosen because it carries through the experience with 
direct controls under Regulation X, as well as through the experi- 
ence under general credit controls. There may be some objection to 
including a discussion of direct credit controls within the purview 
of this paper, but it seems justified because they are the alternative 
to general credit controls in this area. 

The experience with Regulation X —It will be recalled that when 
the Korean War broke out in mid-1950 we were in the early stages 
of a boom in our economy which was spearheaded by the sharp rise 
in residential construction. At that time the Federal Reserve was 
still supporting the prices of government securities at above pat. 
As the demand for residential mortgage credit (especially govern- 
ment insured and guaranteed credit) grew, there was an open invi- 
tation to institutional investors to extend forward commitments to 


1. It is also characteristic of the purchase of industrial and public utility securities 
through direct placements. 
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purchase mortgages, on the assumption that, if necessary, the cash 
required to disburse these loans could be raised by the sale of gov- 
ernment securities. The significant point is that at this time institu- 
tional investors had little need to relate their forward commitments 
to their cash flow; a large portfolio of readily salable government 
securities at pegged prices made it certain that cash could be raised 
to meet commitments almost regardless of how high these commit- 
ments became. 

It was in this climate that the Defense Production Act was passed 
in August, 1950, one section of which authorized the Federal Re- 
serve Board at the President’s direction to undertake control of the 
terms of government insured and guaranteed mortgages. The act 
stipulated that, before deciding upon the exact form of the controls, 
the Federal Reserve must consult with industry advisory groups. 
Promptly after passage of the act the Federal Reserve was directed 
to place the controls in effect, and a series of meetings was held with 
advisory groups representing the home-builders, the various lending 
institutions, and others. 

These meetings, which extended over several weeks, were essential 
to the drafting of an intelligent regulation in the highly complicated 
field of residential mortgage credit. Regulation X, which was placed 
in effect in October, covered virgin territory and was drawn only 
after an expert group brought together by the Federal Reserve had 
given the matter very careful consideration. Unavoidably, however, 
these conferences gave the mortgage market a clear insight into the 
nature of the regulation as it was in the formulation stage. When it 
was ultimately announced, about the only thing the market did not 
know in advance was the actual down-payment and amortization 
terms. 

Given the nature of the residential mortgage market and the pegs 
on government securities, the result was preordained. An exceedingly 
heavy volume of forward commitments on pre—Regulation X terms 
had been built up prior to the effective date of the regulation. How 
large this backlog of commitments was, is not known definitely, but 
there is general agreement that a major part of residential construc- 
tion put in place during the life of Regulation X was financed on 
pre-regulation terms on the basis of the advance commitments. In- 
deed, it is generally agreed that, because of the commitment backlog, 
Regulation X was barely starting to be effective with regard to 
construction at the time that it was decided, in the spring of 1952, 
that the regulation was no longer needed. 
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It is difficult to escape the conclusion that Regulation X had little 
value as a means for promptly bringing under control the sharp 
increase in expenditures for residential construction in the critical 
year following its enactment. This is in spite of the fact that the 
regulation was carefully and expertly administered. The question 
may be raised, however, as to whether this means that direct credit 
controls will always be ineffective in the housing field. Was not the 
failure of Regulation X largely the product of the conditions existing 
at the time, namely, the willingness and ability of financial institu- 
tions to make a large volume of forward commitments, along with 
the requirement for extensive consultation with industry advisory 
groups, which stimulated advance commitments? Was it not also 
the product of the pegged government securities market which made 
possible the buildup of a large backlog of commitments? Undoubt- 
edly, the failure of Regulation X can be attributed to the circum- 
stances of the time, but it is likewise true that, regardless of how 
direct controls of mortgage credit are instituted at some future date, 
they are likely to experience similar frustrations. The residential 
mortgage market is a constantly changing one. This means that 
Regulation X cannot be merely dusted off in some new emergency; 
it would always have to be subjected to study by industry advisory 
groups, and the possibility of sharp buildups in commitments would 
always exist. This drawback is entirely aside from the principal 
shortcoming of direct controls such as Regulation X, namely, the 
great difficulty of enforcement. The residential mortgage business is 
ingenious in discovering new ways to operate, and the enforcement 
of down-payment and other terms would always be exceedingly 
difficult.” 

The impact of general credit controls on the mortgage market in 
1952 and the first half of 1953—Turning now to the impact of 
general credit controls on the mortgage market, the first period to 
be reviewed is the period covering 1952 through the first half of 
1953. Before considering this period, however, it is worth pointing 
out that general credit controls are assumed to operate through 
regulating the availability of credit and thus affecting investment 
yields and the prices of assets. Implicit in the theoretical framework 
of the functioning of general credit controls is the assumption of 
perfect competition in the long- and short-term credit markets and 

2. In addition to Regulation X, the FHA has had power to vary credit terms on 


FHA loans within prescribed maxima; because of the greater freedom to act promptly 
without advance notice, this form of direct control has been somewhat more useful. 
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of flexibility and sensitivity of interest rates. As will be stressed in 
the ensuing discussion, the insensitivity of interest rates on govern- 
ment insured and guaranteed mortgages does much to explain the 
particular impact which monetary policies have had on the mortgage 
market. 

The pronounced rise in housing in 1950 was followed in 1951 
and 1952 by the development of an upturn in business and industrial 
expansion, especially in the latter part of the year. The result of this 
heavy draft by business and industry on capital funds was a steady 
rise in 1951 in interest rates on the securities of business and in- 
dustry, where rates are highly sensitive to competitive market forces. 
Although rates remained fairly stable in 1952, they were still under 
pressure of demand. This industrial and utility demand for funds 
accelerated in the first half of 1953. As interest rates rose on cor- 
porate bonds and on the securities and mortgages of business and 
industry generally in the latter part of 1952 and in the first part of 
1953, the fixed rate of 4 per cent on VA mortgages and 4} per cent 
on FHA mortgages became less and less attractive to investors. As a 
result, institutional investors reacted to this situation by further re- 
ducing their flow of funds into FHA and VA mortgages, and even on 
the greatly reduced volume of new commitments they insisted upon 
higher down payment and shorter amortization periods, as well as a 
better quality of credit in all respects. It might be wondered why the 
deepening of discounts on government insured and guaranteed mort- 
gages could not have maintained the competitive position, yieldwise, 
of these mortgages. The answer is that at this time there was serious 
doubt that discounts on VA mortgages were legal. Moreover, the ease 
of public misunderstanding of discounts discouraged this practice 
with many responsible investors. 

There is little doubt that, as the pressures on the supply of credit 
developed in 1952 and into 1953, the restrictive monetary policy 
played an important role in the shift of investors away from the 
government insured and guaranteed mortgage market. If the Federal 
Reserve had not pursued a restrictive credit policy, it is unlikely that 
th flexible and sensitive interest rates would have risen so sharply. 
Or, put another way, if the Federal Reserve had been willing to 
maintain easy credit, the sensitive rates would not have risen so much, 
and more funds would probably have been available for government 
insured and guaranteed mortgages. The fact is, of course, that under 
the circumstances a failure by the Federal Reserve to restrict credit 
would have reinforced the inflationary forces already at work be- 





182 The Journal of Finance 


cause of the heavy pressure of capital demand upon the limited sup. 
ply of savings. 

It should also be made clear that, as the flow of funds into FHA 
and VA mortgages was reduced, not all the shift was into the securi- 
ties of business and industry. Rather, a large proportion of the re. 
maining flow of residential mortgage money took the route of con- 
ventional residential mortgages, where rates were more flexible and 
responsive to market forces. In addition, an increased flow of funds 
was directed into conventional mortgages on commercial and indus- 
trial properties. Thus not only was there a reduction of the over-all 
flow of funds into mortgages in favor of bonds, but the funds remain- 
ing for mortgages were directed more heavily into conventional resi- 
dential and business mortgages, where the rates are responsive to 
market forces. 

In the spring of 1953, as a result of the forces already outlined— 
namely, the heavy over-all demand for capital funds relative to the 
supply of savings and the restrictive monetary policy—there de- 
veloped an acute shortage of government insured and guaranteed 
credit at rigid interest rates. This situation was made even more diff- 
cult by the Treasury issue of 34 per cent bonds at that time, which 
attracted some funds from the mortgage market and contributed to 
a further rise in flexible long-term interest rates at the expense of the 
fixed VA-FHA rates. As noted earlier, the heavy discounts on govern- 
ment-guaranteed mortgages did not help the situation appreciably 
because of the questionable legality of the discounts and the possible 
adverse public relations involved in purchasing these mortgages at a 
discount. 

Under these circumstances it is not surprising that great pressures 
arose in the spring of 1953 for a greatly increased volume of pur- 
chases of VA mortgages by the Federal National Mortgage Associa- 
tion. Likewise, the volume of direct loans by the VA to veterans rose. 
Both these programs brought commercial bank credit into the VA 
mortgage market and thus acted to negate Federal Reserve policy in 
this field. 

Late in the spring of 1953 a swift succession of events took place 
which completely altered the mortgage credit situation. First, the VA 
increased the rate on VA loans from 4 to 44 per cent, and the FHA 
rate was also raised from 4} to 44 per cent. The purpose was, of 
course, to bring these rates back into line with competitive rates in 
other sectors of the capital market. At the same time, there was 
clarification in the law removing the fear that discounts on VA mort- 
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gages would be considered illegal. This action was taken in the midst 
of growing signs that a business recession was developing. There fol- 
lowed in late spring, as a result, the dramatic and sudden shift of 
Federal Reserve policy from one of credit restraint to one of greater 
ease. The outcome of this change in policy, plus the reduced demand 
jor capital funds by business and industry, was a sharp drop in inter- 
est rates on industrial and public utility securities, as well as on 
government securities. 

The impact of monetary policies on the mortgage market in the 
second half of 1953 and through 1954.—It will be recalled that, after 
changing the direction of monetary policy in the spring of 1953, the 
Federal Reserve moved by a succession of steps in subsequent 
months to “active ease.” Along with the decline in demand for capital 
funds by business and industry, this policy contributed to a marked 
drop in the sensitive and flexible interest rates throughout the capital 
market. The decline was pronounced in the case of corporate bonds 
and somewhat less marked in the case of conventional mortgages, 
both residential and business mortgages. In a matter of weeks, or as 
early as June, 1953, the status of VA and FHA mortgages changed 
abruptly. Instead of being a drug on the market, they suddenly be- 
came most attractive at a gross interest rate of 44 per cent and a net 
return after costs of about 3? per cent. As might have been expected, 
therefore, institutional investors promptly expanded their VA and 
FHA commitments in the second half of 1953. This is shown by the 
fact that new commitments by institutional investors to make VA 
loans, in particular, rose most sharply at an accelerating pace in that 
period. 

During the second half of 1953 the major effect of monetary policy 
seems to have been a prompt and pronounced increase in the avail- 
ability of VA and FHA mortgage funds. As already noted, of course, 
the reduced demand for funds in the business and industrial sector 
also played a large part in this development. It might have been ex- 
pected that, as the flow of funds into government insured and guaran- 
teed mortgages increased, there would be a corresponding softening 
of interest rates in this area. Actually, throughout the second half 
of 1953 there was little change in the prices of government insured 
and guaranteed mortgages at the 44 per cent rate. The answer seems 
to have been that a large backlog of deferred demand for VA and 
FHA mortgage credit had been built up in the period of restraint. This 
deferred demand absorbed the accelerated flow of funds, with the 
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easing which occurred taking the form of a gradual liberalization of 
other terms than interest rate. 

By early spring of 1954 the relative attractiveness of VA and 
FHA mortgage yields had become so great that a virtual deluge of 
funds flowed into this sector of the capital market. In order to put 
these funds to work, the market moved into 30-year no-down-pay- 
ment financing, which soon became “no-no down payment” financing, 
with builders resorting to prizes and other “giveaway” schemes in 
order to sell houses. The outcome was a huge buildup of forward 
commitments to make VA and FHA mortgage loans, especially the 
former. The very easy credit terms succeeded in stiruiulating the de- 
mand for VA and FHA credit. The ease, however, was primarily in 
credit terms other than interest rate, which remained quite firm 
throughout the period. The contract rate was held at 44 per cent. 
The huge buildup of VA and FHA commitments made necessary the 
increased warehousing of mortgages with commercial banks by many 
institutional investors and loan correspondents in late 1954 and in 
1955. This brought commercial bank credit into the mortgage market 
and became an increasing source of concern to the Federal Reserve 
authorities. 

The impact of monetary policies on the mortgage market in the 
period 1955~57.—The housing boom which began to develop in 1954 
reached its peak in 1955. It was based, of course, on the forward 
commitments made in the second half of 1953 and in 1954. By the 
end of 1954, however, a slowdown of new commitments to purchase 
VA and FHA mortgages had already become evident. The declining 
rate accelerated in 1955. The main reasons for this development are 
twofold: (1) many institutional investors were persuaded that, in 
view of the large buildup of commitments and the prospective acqui- 
sition of VA and FHA mortgages, a slowdown in new commitments 
would be advisable from the viewpoint of portfolio balance; (2) as 
a result of the housing boom and other forces, business and industry 
began to set new targets for expansion, and business and industrial 
capital demand started to move upward. The natural result was, of 
course, a rise in the yields of the securities of business and industry. 

As the business and industrial demand for capital funds began to 
develop in 1955 on top of the housing boom, the Federal Reserve au- 
thorities were required to move into a policy of credit restraint, and 
this policy acted to accelerate the rise of sensitive interest rates. 
Early in 1955, therefore, a familiar pattern once again emerged in 
the mortgage market. In addition to a declining rate of new commit- 
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ments by investors to purchase VA and FHA mortgages, the credit 
terms were tightened by investors on the new commitments. More 
and more emphasis was placed on conventional residential and busi- 
ness mortgages, where rates were sensitive to capital-market changes. 
Above all, early in 1955 a shift in the flow of funds to industrial and 
public utility securities got under way. 

This pattern became much clearer in 1956 and 1957 as the rise in 
business and industrial plant and equipment spending went forward. 
Rising interest rates in the sensitive areas of the capital market made 
the rigid rates on VA and FHA mortgages less and less attractive, 
and new commitments in that area declined steadily to very low 
levels. Concomitantly, increasingly large discounts were quoted on 
VA and FHA mortgages, but the availability of funds continued to 
decline in spite of the discounts because of the unwillingness of most 
institutional investors to purchase on a heavy-discount basis. Con- 
tributing to this situation, of course, was the restrictive credit policy 
of the Federal Reserve, which reinforced natural market forces lead- 
ing to rise in the more sensitive interest rates in the industrial and 
public utility financing field. 

The outcome of this situation has been a reduced volume of hous- 
ing starts in the past two years, with a larger and larger proportion 
being financed on a conventional basis. Although the interest rate on 
FHA mortgages has been raised in stages to the present level of 54 
per cent in order to attract funds, the increases have proved to be 
too little and too late to encourage much of an increase in funds in 
the face of highly attractive rates on business and industrial securi- 
ties and mortgages. 

Possibilities in 1958 —The history of the impact of monetary poli- 
cies on the mortgage market suggests the possibility of a reversal of 
trends in 1958. Time does not permit more than a brief comment. If 
the forecasts of a decline in business and industrial plant and equip- 
ment spending next year prove to be correct and if the Federal Re- 
serve acts further to ease credit, it is logical to expect that the FHA 
mortgage market will be a principal beneficiary. 


CoNCLUSIONS 


The conclusions reached in this paper regarding the impact of 
monetary policies on the mortgage market are as follows: 

1, There can be little doubt that during the past several years 
monetary policies have had a highly significant impact upon the 
mortgage market as a whole and a differential impact upon com- 
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ponent parts of the market. At times monetary policies have pro- 
vided a stimulus to the mortgage market and at others have exerted 
a drag on it. It is important to recognize, however, that basic changes 
in the demand for and supply of capital funds were the controlling 
influence in the mortgage market and that monetary policies had 
more marginal, yet highly significant, effects. 

2. The experience with Regulation X showed that direct controls 
are an inherently unsatisfactory device for controlling residential 
mortgage credit. Because of the need for advance consultation with 
industry advisory groups and the tendency for a buildup of forward 
commitments to take place, it is questionable whether this type of 
control could ever be made effective. This is to say nothing of the 
difficulty of enforcement. What is said here about Regulation X does 
not necessarily apply to the form of direct control under which FHA 
has the power to alter its credit terms within the limits of prescribed 
maxima. 

3. With regard to the impact of general credit controls on the 
mortgage market, a number of conclusions emerge. Because of the 
fixed rate on government insured and guaranteed mortgages and the 
ineffectiveness of discounts or premiums as a device for providing 
yield flexibility, a restrictive credit policy has usually contributed to 
a famine of government-insured and guaranteed credit, and an easy 
credit policy has usually contributed to a feast in this market. There 
has been a tendency by some to argue that this is in the public good 
because residential construction automatically becomes reduced in a 
period of industrial expansion and is stimulated in a period of de- 
clining capital spending by business and industry. It can be argued, 
however, that the effect of monetary policy upon the government 
insured and guaranteed mortgage market is haphazard and is open to 
question on equity grounds and grounds of social priorities. 

One conclusion which is clear is that general credit controls will 
never function smoothly and impersonally in the residential mortgage 
field until the interest rate on government-insured and guaranteed 
mortgages is permitted to move freely and flexibly in response to 
capital-market forces.* There is much merit to the suggestion that 
the FHA rate, for example, be free to reflect fully the over-all market 
forces. This freedom could be granted under the present statutory 
maximum of 6 per cent. Unless government insured and guaranteed 
rates are free to react promptly to market forces, it must be expected 


3. Those who feel that freeing of the FHA rate is politically not possible overlook 


the fact that many argued similarly prior to the unpegging of the government securi- 
ties market in 1951. 
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that general credit policy will be greatly handicapped in the mortgage 
credit field. 

Under the situation which has existed, there is inevitably great 
pressure on government to see that credit is available to the VA or 
FHA market at the pegged rates through some device such as the 
expansion of FNMA’s purchases, direct government loans, or the 
use of some fund such as the National Service Life Insurance Fund 
to purchase government guaranteed mortgages. Too often, of course, 
resort to expediencies such as these have run at cross-purposes with 
the Federal Reserve actions and have greatly weakened the influence 
of monetary policy. This is to say nothing about the problem of co- 
ordinating Federal Reserve policy with the credit-granting power of 
the Home Loan Bank System or the power that the FHA has over 
credit terms. 

4. At best, general credit policies will have a difficult time coping 
with mortgage credit and housing expenditures because of the for- 
ward-commitment process and the long lag between commitment and 
actual construction. Much has been said about the difficulties of tim- 
ing monetary policies. Nowhere are these difficulties of timing greater 
than in the case of residential mortgage credit. This is not meant to 
suggest that there is anything wrong basically with the forward- 
commitment process. It is essential for the efficient operation of the 
construction industry. What is needed is a much better understanding 
of the commitment process to improve the timing of policy actions. 

Finally, this suggests that careful and detailed research on the 
impact of monetary policies on the mortgage market is sorely needed. 
We have come to realize more and more that general credit policies 
have a large influence on mortgage financing, but the processes are 
still largely unexplored. If we can obtain a clearer understanding of 
how credit policies percolate into the mortgage market, then there is 
hope that improved timing of policies can be achieved. 





RECENT INSTITUTIONAL ARRANGEMENTS 
IN MORTGAGE LENDING 


MortTIMER KAPLAN* 
Federal Housing Administration 


THERE ARE SIGNIFICANT parallels in the development of investment 
banking in the United States between the early history of corporate 
financing and the recent history of mortgage financing. The mobility 
of capital in both sectors was promoted in large measure by similar 
financial mechanisms. One among these is the use of an investment 
vehicle which law created in the form of negotiable titles to corporate 


property.’ Another is the use of commercial bank credit in marketing 
the security. 


Indeed, much of the history of mortgage financing is marked by a 
succession of short-lived and ill-fated efforts to develop a security as 
effective as a capital-raising device as is the corporate variety. Critics 
contemporary with these efforts fully appreciated the mortgage 
financing industry’s search for an open-market investment vehicle 
and invariably recommended the organization of mortgage banks on 


* The views expressed by the author are his own and do not necessarily reflect those 
of the Federal Housing Administration. 


1. See F. Lavington, The English Capital Market (London, 1921), pp. 107-8. This dis- 
cussion of the significance of the law to create a security and make it an effective means 
of attracting capital is rare in the analysis of operation of capital markets or corporate 
financing. Much of the literature dealing with the latter emphasizes the need and effec- 
tiveness of reform in the regulation of corporations. For a brief and also rare account of 
how blue-sky laws helped stimulate the development of Massachusetts trusts see Louis 
Loss, Securities Regulation (Boston, 1951), p. 324. It is perhaps in the contemporary 
appraisal of corporate regulation that Lavington’s point may be better appreciated. 
A good example is George K. Holmes’s “State Control of Corporations and Industry in 
Massachusetts,” Political Science Quarterly, Vol. V, No. 3(September, 1890). In apprais- 
ing the success of Massachusetts in regulating corporations, the article reads in part as 
follows: “The public interests under the general law of incorporation are protected by 
the commissioner of corporations whose office was established in 1870. The organization 
of new corporations must by law follow a certain public procedure which safeguards 
against fraud and financial irresponsibility and the incorporation is not complete until 
the commissioner of corporations is satisfied that the law has been complied with. No 
corporation organized under general or special law can begin the transaction of business 
until the whole amount of its capital stock has been paid in cash or its equivalent and 
a sworn certificate of the fact filed with the Secretary of the Commonwealth; and every 
increase of stock is equally well protected against watering” (p. 422). Although he was 
writing about the British Companies Acts, Lavington’s point that the legal procedure 
laid down in those acts enable a business opportunity—a merely potential source of earn- 
ings—to be embodied in the form of negotiable titles to property and presented on the 
market as an effective demand for capital applies with equal, if not greater, force to the 


American scene because of the comparative developments in investment banking between 
the United Kingdom and the United States. 
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the Crédit Foncier model to issue securities collaterally secured by 
mortgages.” Government indorsement of a mortgage, as in the case of 
FHA and VA mortgages or others, was a statutory development in 
the quest for securing liquidity of mortgage loans which was not 
visualized. 

By no means unrelated to the influence of the law in creating 
various forms of security was the use of commercial banking facili- 
ties for distributing them to the investing public. Today’s elaborate 
methods for issuing and distributing new security issues have their 
roots in the latter part of the nineteenth century, when the early 
underwriters, with limited capital resources of their own, first suc- 
ceeded in borrowing from commercial banks to carry these issues.* 

The secondary distribution of government-underwritten mort- 
gages, which is largely handled by mortgage companies* operating 
much like underwriters, also relies on the temporary use of bank 
credit. This facility to carry an FHA-insured or VA-guaranteed 
mortgage between the time it is closed by the mortgage company 
and the time it is taken up by an investor has come to be known as 
mortgage “warehousing.” In banking circles interim loans on these 
federally created investment vehicles are described as “mortgage in- 
ventory loans” because of their identity with inventory loans made to 


2. See D. M. Frederiksen, “Mortgage Banking in America,” Journal of Political Econ- 
omy, II, No. 2 (March, 1894), 221, 216-17, 228-29; John H. Gray and George W. Ter- 
borgh, First Mortgages in Urban Real Estate Finance (Brookings Institution, “Pam- 
phlet Series,” Vol. I, No. 2 [May 1, 1929]), pp. 20-23; George W. Alger (Moreland 
commissioner), Report to His Excellency Herbert H. Lehman, Governor of the State of 
New York, To Examine and Investigate the Management and Affairs of the Insurance 
Department with Reference to the Operation, Conduct, and Management of Title and 
Mortgage Guarantee Corporations under Its Supervision (New York, 1934), pp. 140-46; 
Mortgage Commission of the State of New York, Wendell P. Barker, chairman, Recom- 
mendations as to Proposed Legislation Pursuant to Subsection 21 of Section 4 of Chap- 
ter 19 of the Laws of 1935 (Legislative Doc. [1936], No. 63 [Albany, 1936]), pp. 11-36; 
and Louis S. Posner, “The Lesson of Guaranteed Mortgage Certificates,” Harvard Busi- 
ness Review, XXVI (August, 1948), 571. 


3. For a valuable discussion of the evolution and growth of the investment banking 
business and the way it functions in the modern American scheme of financial affairs see 
the opinion of Judge Harold R. Medina in the case of United States v. Morgan et al., 
113 F. Supp. 621, a civil action in equity by the United States to restrain seventeen in- 
vestment banking firms from continuance of alleged violations of the Sherman Anti-Trust 
Law, as amended. Economists owe a debt to this circuit judge of the United States Dis- 
trict Court, Southern District, New York, for analyzing and summarizing the compre- 
hensive testimony in the court proceedings. References in the opinion to the importance 
of commercial bank credit in the early history of marketing securities are illuminating. 
For an economic appreciation of the early importance of this use of bank credit see 
Willard E. Atkins, George W. Edwards, and Harold G. Moulton, The Regulation of the 
Security Markets (Washington: Brookings Institution, 1946), pp. 28-29. 


4. See Saul B. Klaman, “Mortgage Companies in the Postwar Mortgage Market,” 
Journal of Finance, XII, No. 2 (May, 1957), 148-58. This is a summary of a larger study 
of mortgage companies to be published in a forthcoming National Bureau of Economic 
Research “Occasional Paper” as part of a study of postwar mortgage markets. 
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underwriters for the distribution of securities to permanent in. 
vestors.® 

Such credit is extended to mortgage companies or permanent in- 
vestors on the basis of closed loans as collateral security or on the 
basis of a repurchase agreement.® Where sale to a permanent investor 
has been arranged, the interval of time that such loans are carried for 
mortgage companies may be relatively short—two to four or more 
months, the time necessary after the mortgage companies close loans 
for (1) the mortgage papers to be processed, title search, mortgage 
recording, government indorsement, investor review and approval 
and (2) the assembly of mortgages in blocks large enough for per- 
manent investors like life insurance companies or mutual savings 
banks. Where sale has not been arranged, the carry for mortgage 
companies may be for an intermediate period—six months or more, 
the time that banks will allow for an investor to be found. Or it may 
be for as long as two years to an investor who is not prepared to take 
delivery of the mortgages until then. 

In the mechanics of distributing government-underwritten mort- 
gages, the financial community has developed several devices in the 
nature of contractual arrangements, on the basis of which a signif- 
icant proportion of residential construction is financed. They are 
the advance or “forward commitments” and the “standby commit- 
ments”—terms which have been used to describe somewhat similar 
arrangements in other kinds of investment banking. They are firm 
commitments by permanent investors or commercial banks to pur- 
chase or carry mortgages. They are of strategic importance to the 
whole financing process because they are frequently a condition, first, 
for commercial banks making construction loans to builders and, 
later, for commercial banks warehousing closed loans for mortgage 
companies, as well as permanent investors. 


5. The statement of John J. Scully, vice-president, Chase Manhattan Bank, “Investi- 
gation of Housing, 1955,” Hearings before the Subcommittee on Housing of the Com- 
mittee on Banking and Currency, House of Representatives, on H. Res. 203, Part 1, 
October 1955 (Washington, 1955), pp. 101-2. These hearings are a particularly valuable 
reference on warehousing. In addition to the testimony of Mr. Scully, see also that of 
Thomas P. Coogan, R. Steward Rauch, Jr., Joseph Aylsworth, and Elmer S. Carll. 


6. The distinction between the collateral security arrangement or the repurchase ar- 
rangement is largely dictated by legal considerations to comply with local laws affecting 
the mortgagee’s rights and remedies and the matter of “doing business” out of state and 
exposure to local taxes. For helpful discussions of the legal problems in warehousing 
arrangements see John J. Redfield, “Warehousing Helps Balance Mortgage Portfolios,” 
Savings Bank Journal, Vol. XXXVI, No. 6 (August, 1955), and “Problems Facing Sav- 
ings Banks in Out-of-State Mortgage Purchases,” Mortgage Banker, Vol. XVI, No. 4 
(January, 1956); and Murdock K. Goodwin, “Mortgage Warehousing—a Misnomer,” 
University of Pennsylvania Law Review, Vol. CIV, No. 4 (January, 1956). 
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Depending on circumstances which are considered later, the typi- 
cal arrangement under an advance or forward commitment is for a 
permanent investor to give a mortgage company a firm commitment 
to purchase government-underwritten mortgages which the latter 
agrees to deliver at a future date. It is, in effect, a purchase order 
given in advance of construction. The delivery date may be set by 
the time required for construction and sale of the housing and the 
minimum time consumed in processing and transmitting the docu- 
ments, or it may be deferred to a time when it is convenient for the 
investor-purchaser to take them up. In the interim, the closed loans 
are often held by commercial banks under warehousing arrange- 
ments with the mortgage companies or the permanent investors. 

The Federal Housing Administration uses the term “advance com- 
mitment” in its instruction to field offices relating to charges, fees, 
and discounts which may be collected under the provisions of the 
Housing Act of 1957 in connection with mortgage insurance. The 
term “forward commitment” is used by the Life Insurance Associa- 
tion of America and the Banking Department of the State of New 
York. 

Under the standby commitment, the typical arrangement is for a 
commercial bank to give a mortgage company a firm commitment to 
buy the mortgages at a future date at a margin price well below the 
prevailing price and also to carry them for a limited period until a 
purchaser-investor can be found. In the event that the mortgages are 
not sold, the bank agrees to take them up under forfeiture at the 
agreed-upon price. 

Just as it is not uncommon for fees to be charged by permanent in- 
vestors for forward commitments, somewhat larger fees are charged 
by commercial banks for standby commitments. This disparity 
should suggest differences in money-market conditions as they affect 
the relative use of these two kinds of commitments. 

The operation of these commitment devices and their related ware- 
housing requirements since the Treasury—Federal Reserve “accord” 
indicates several implications which might be examined. One is their 
effect on the pattern of residential construction and its influence on 
economic stability. A second is their effect on the financial institu- 
tions and organizations using the devices. A third is the course of 
development which their operation suggests. 

Before considering these implications, it might be helpful to point 
up the fact that the concern here is with FHA-insured and VA- 
guaranteed loans for the reasons that (1) the great bulk of the ware- 
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housing loans made are on such government-underwritten mortgages 
and (2) the commitment devices used in connection with such mort- 
gages mostly involve mortgage company operations. This sphere of 
activity represents a significant proportion of residential construction 
financed by government-underwritten mortgages. For example, mort- 
gage companies in 1955 originated over two-fifths of all home mort- 
gages with FHA-insurance or VA-guarantee indorsements. Most of 
this was probably on new construction, and, consequently, their 
proportion of new construction was even greater. 

The combined effect of both types of commitments used in con- 
nection with warehousing facilities would, from their recent history, 
appear to accentuate the short cyclical swings in residential construc- 
tion. In effect, what is suggested is that a significant amount of fluc- 
tuation in residential construction is contributed by the mechanics of 
the commitment process. The use of the forward commitment under 
conditions of credit ease tends to expand construction in one phase of 
a short cycle, bringing with it a curtailment in its use when credit 
tightens. When this happens, the use of the standby commitment fails 
to compensate for the loss in forward commitments, with the result 
that construction declines in the following phase. 

However, the mechanics of the commitment process can contribute 
to general economic stability when the expansion in construction 
operates to prevent deflationary forces from gaining strength during 
a recession and the contraction removes subsequent inflationary 
pressures. This was the case in recent years. Figures made available 
by the life insurance industry show forward commitments of life 
companies for VA and FHA mortgages beginning to rise as early as 
the second quarter of 1953, reaching their peak in just over one year 
and then dropping off sharply.’ Housing starts under government- 
underwritten auspices follow roughly the same pattern, with an un- 
derstandable lag. This kind of activity, superimposed on an only 
moderately fluctuating volume of construction financed with conven- 
tional loans, contributed in a significant way to stemming the tides 
of deflation in 1953-54 and inflation of 1956-57. 

The operation of the mechanism of commitments in this fashion is 
all the more surprising when the demand for housing is taken into 
consideration. Demand for housing does not have to slacken for the 
fluctuation in construction to develop. Part of the explanation is 


7. Material supplied for the record in connection with the testimony of Ehney A. 
Camp, Jr., on behalf of the American Life Convention and Life Insurance Association 
of America, “Housing Amendments of 1957,” Hearings before the Subcommittee on 
Housing of the Committee on Banking and Currency, U.S. Senate, March-April, 1957 
(Washington, 1957), p. 396. 
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found in yields or interest rates and the flow of savings, both of 
which have been advanced and are familiar. 

But a part of the explanation which is advanced here may be 
found in the commitment process itself, by which investors become 
overcommitted. The forward commitment comes into widespread 
use under conditions of credit ease, when investors begin planning 
mortgage investment programs with the assurance that commitments 
can be taken up from the anticipated flow of savings and payoffs and 
from the proceeds of sales of government or other securities in a 
favorable market. The forward commitment had particularly great 
currency in the postwar period prior to the Treasury—Federal Re- 
serve “accord.” 

In a climate of sustained housing demand and relatively low in- 
terest rates, the commitment process makes it possible for investors, 
in effect, to order up investments for future delivery. These circum- 
stances are different from those in which securities are offered with 
relatively short advance notice and investors have to decide on how 
much of one offering to take without knowledge of what other future 
offerings may be made. Because of the convenience of the forward 
commitment, investors tend to earmark future mortgages by extend- 
ing the period of commitment well into the future. 

Investors find themselves in an overcommitted position when 
money markets tighten after a period of relatively low interest rates. 
In addition, an unexpected slow-up in the flow of funds from savings 
or payoffs can aggravate this condition. To meet deliveries coming 
due, they are under pressure to liquidate securities or borrow from 
commercial banks on the security of the delivered mortgages through 
sale and repurchase agreements. The rise in interest rates tends to 
“freeze in” securities because of liquidation losses.* Borrowing may 
have limits. 

8. “During the first half of 1953 when credit tightened and interest rates rose sharply, 
life insurance companies reduced their holdings of government securities by only $165 
million as compared with reductions of $649 million in the first half of 1952 and $424 
million in the first half of 1954. Then in 1955, when credit tightened again, their net 
liquidations of government securities during the first 11 months amounted to only $130 
million. This would seem to indicate that some government securities were ‘frozen in’ 
by the rise in interest rates. However, during the calendar year 1951, when interest rates 
rose significantly, life insurance companies liquidated about $2.4 billion of government 
securities. . . . However, to the extent that the problem does arise during peviods of 
strong inflationary pressure, it is apparent that not very much confidence should be 
placed in the so-called ‘freezing in’ effect as a means of deterring large institutional 
investors from shifting funds from government security holdings to private loans and 
investments” (Warren L. Smith, “On the Effectiveness of Monetary Policy,” American 
Economic Review, XLVI, No. 4 [September, 1956], 592-93). Smith’s point about the 


“freezing in” effect of a rise in interest rates might be given a somewhat different inter- 
pretation if consideration were given commitments and warehousing arrangements. 
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Although forward commitments of life companies for government- 
underwritten mortgages reached their peak in the third quarter of 
1954, their acquisitions did not reach their peak until the fourth quar- 
ter of 1955. Federal Reserve surveys indicated that warehousing loans 
to insurance companies were also at their peak in the middle of that 
same quarter and that unused commitments for warehousing credits 
to these companies were still almost as high as in the previous quar- 
ter. This borrowing was a factor in the loan-expansion activity among 
the New York City banks and was reflected in part in the worsening 
free-reserve position of those central Reserve city banks. Negative 
free reserves also reached the year’s peak in mid-November, 1955. 
This development did not go unnoticed by banking authorities, who 
were concerned with the inflationary aspects of rapidly expanding 
bank credit in the mortgage market as a substitute for savings. 

Figures 1, 2, and 3 show these relationships. In Figure 2 acquisi- 
tions of VA and FHA mortgages by New York State savings banks, 
the only savings banks for which such data are available but a very 
important group in the total savings banks picture, are shown for 
comparative purposes with life company acquisitions. New forward- 
commitment data for these banks are not available. In Figure 3 real 
estate credit figures are shown for life companies in all Federal Re- 
serve districts because this type of lending crosses district lines. 

The practice by investors of warehousing government-underwritten 
mortgages with commercial banks to defer delivery is an important 
alternative in an overcommitted position to liquidating securities. 
The warehousing facility provides the investor with the kind of 
maneuverability that a “lender of last resort” provides. In this con- 
nection it may be of interest to note that New York State savings 
banks also borrowed from commercial banks on mortgages for the 
first time in 1955, under statutory authority granted in 1953 and re- 
quested by the savings banks in 1951. 

The initial reaction of the investing community to tighter money 
conditions is to cut down on new forward commitments, a situation 
which turns the tide of construction activity. This situation also 
brings into play wider use of the standby commitment as builders’ 
demands for financing the construction and sale of housing continue 
in the face of curtailment in forward commitments. In effect, the 
standby commitment is the building industry’s way of trying to sub- 
stitute for the forward commitment. 

But the offer of new mortgages created under standbys for sale to 
substantially the same investors who are under pressure to sell or 
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borrow and who are cutting down on new commitments cannot 
appear too attractive. In these circumstances, yield on the newly 
offered mortgages may be less important a consideration than the 
plain availability of funds to purchase them. At a later stage, as the 
backlog of commitments has been worked off, the indeterminate 
course of future interest rates keeps forward commitments low. 

Moreover, in such unsettled conditions forfeitures on mortgages 
closed under standbys mount as banks increase their fees and margin 
requirements to curtail overuse of warehousing. Stiffened standby 
terms discourage builders, who may not be able to recover these 
costs of financing as the sale prices of their houses and residential 
construction under government-underwritten auspices decline. 

The standby commitment does make it possible to search out situa- 
tions in which overcommitment does not prevail and investable funds 
are available. With the limited amount of forward commitments 
which are still available, it serves to keep the builders in the picture 
until credit conditions improve. It permits the builder to “keep an 
organization together.” 

The limited effectiveness of the standby commitment within the 
existing institutional framework for mortgage investment may take 
some of the pressure off the level of economic activity. However, in 
doing so, it carries with it the danger that the decline in construction 
activity may later contribute to a recession. If construction activity 
can contribute to stemming the tides of deflation, it should be able 
in an earlier phase to help prevent their onrush. 

The standby commitment can serve this purpose in aiding the de- 
velopment of markets outside the now traditional areas of invest- 
ment for government-underwritten mortgages. This means, in effect, 
new sources of savings. To cultivate such markets, the product 
offered will have to be completed or closed loans from off the shelf, 
as so many other securities are marketed. The new sources of savings 
will have to be offered a security which can be examined before it 
can be sold. If such efforts are successful, it can mean raising the 
levels of residential construction activity in the recession-danger 
phases when the forward-commitment business is not forthcoming. 

The standby is particularly well suited for this role of broadening 
the investment base. It was this device which was probably first used 
by mortgage companies to develop the existing markets for the new 
FHA mortgage when the first insurance program of this kind was in- 
augurated. Among the more attractive new markets to be developed 
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are the self-administered pension trusts for employees of the large 
industrial organizations and the state and local government-employee 
retirement systems. Among the latter, FHA mortgages have already 
made some progress.” 

If the early history of corporate financing suggests a further 
parallel with mortgage financing of the government-underwritten 
variety, it is that the mortgage company will have to operate more 
like the contemporary underwriter-distributor of securities. The pat- 
tern familiar today of the investment banker undertaking the risk 
and distributing the security issue as a whole began to emerge prior 
to the turn of the century but only after he was able to acquire three 
facilities. Two have been observed earlier: the open-market invest- 
ment vehicle and bank credit. The third was expertness in creating 
the market for the distribution of securities. Issuers whose securities 
were not well known to the investing public (as well as the investing 
public itself) leaned heavily on the sponsorship of the investment 
banking firms under whose auspices the securities were sold.’® But so 
vastly have the influence and prestige of the investment banker 
grown that it is today not uncommon for an underwriter-dealer to 
market a new corporate issue to a nation-wide public so successfully 
before the issue date as to require interim commercial bank financing 
only for the “workout,” that period of the sales effort necessary to 
dispose of the tag ends of underwriting.” 

While such a development may appear too much to expect, the 
parallel in the distribution of municipal securities, where bank credit 
plays a more important role, is not an unreasonable expectation. 
What this means, of course, is a greater resort to interim credit and 

9. FHA’s records on a preliminary basis for organizations established for the princi- 
pal purpose of providing pension or retirement benefits and readily identifiable as such 
from the roster of FHA-approved mortgagees show, for the year-end in 1946, thirteen 
such organizations with a face amount of investments in FHA-insured mortgages of 
about $25 million. By the end of 1956, the number had grown to just fifty organiza- 
tions, and the face amount of such investments was almost half a billion dollars. Ap- 
proximately two-thirds of the organizations were government-employee systems. These 
figures understate the amount of FHA-insured mortgages invested for the purpose of 
providing retirement benefits because they exclude such investments by organizations 
which may provide retirement benefits among others, such as the endowment fund of a 
university, and they also exclude such investments by trust departments of commercial 
banks, It should be noted that life insurance companies, which are important investors 


in FHA-insured mortgages, provide retirement benefits under individual and group an- 
huity contracts. 


10. United States vy. Morgan, 118 F. Supp. 621, p. 639. 


11. For an informative and all too rare account of commercial bank loans to dealers 
see A. Halsey Cook, “Dealer Loans,” Bulletin of the Robert Morris Associates, XXXVI, 
No. 10 (June, 1954), 335-46. 
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perhaps for longer periods of time via the standby commitment. 
Demonstrable capacity to market the mortgages should produce the 
credit if new sources of savings are the sources of investment. 

By comparison, the contemporary mortgage banker’s task seems 
less formidable than the early underwriter’s. Whether it is, in fact, 
remains to be seen. 
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ESTATE TAXES AND BUSINESS MERGERS: THE 
EFFECTS OF ESTATE TAXES ON BUSINESS 
STRUCTURE AND PRACTICES IN 
THE UNITED STATES* 


Haroip M. SoMErRs 
The University of Buffalo 


THE ESTATE TAX is one of the factors contributing to the merger of 
small businesses into large corporations.’ In order to see why it has 
this effect, we shall examine the tax and consider how businesses try 
to adjust to it. 

There are two aspects of the estate tax that affect business struc- 
ture and practices in closely held corporations: (1) uncertainty as to 
how much the tax will be and (2) fear of insufficient liquidity to pay 
the tax. The major elements of uncertainty lie in (a) the valuation 
of closely held securities; (6) the application of the attribution 
rules; and (c) the variety of court decisions on the same point of 
law. The illiquidity results from the fact that shares in closely held 
corporations are hard to sell on death of one of the owners; and even 
when a buyer is available there is the danger of bringing in a stranger 
who may disrupt the operation of the business to the detriment of 
surviving owners or heirs. 

*This paper by Harold M. Somers and the following papers by Walter W. Brudno 
and Daniel M. Holland were presented at a meeting of the American Finance Association 
in Philadelphia on December 29, 1957. The meeting was under the chairmanship of E. 


Gordon Keith, University of Pennsylvania. The papers were discussed by Joseph Pech- 
man and C, Lowell Harriss. 


1. An illustrative statement on this point was recently made by a private investment 
banker who said, “. . . The business slowdown fires the merger trend. .. . Another factor 
is that aging owners of some companies want to sell out to mitigate the effect of estate 
taxes” (Wall Street Journal, December 19, 1957). Studies that point in the direction of 
an impact of estate taxes on investment and merger decisions include: J. Keith Butters, 
Lawrence E. Thompson, and Lynn L. Bollinger, Effects of Taxation: Investments by In- 
dividuals (Boston: Harvard University, 1953), pp. 34, 171; Dan Throop Smith, Effects 
of Taxation: Corporate Financial Policy (Boston: Harvard University, 1952), pp. 184, 
188, 225; J. Keith Butters, John Lintner, and William L. Cary, Effects of Taxation: 
Corporate Mergers (Boston: Harvard University, 1951), passim; C. Lowell Harriss, 
“Economic Effects of Estate and Gift Taxation,” Federal Tax Policy for Economic 
Growth and Stability (Washington, D.C.: Joint Committee on the Economic Report, 
1955), pp. 860-62. 
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NATURE OF THE PROBLEM 


The death of a key man in any business firm must necessarily 
result in a pecuniary loss to that firm. His experience, contacts, and 
know-how are gone forever. If he was also a partner or a major 
stockholder his death may bring about the death of the business 
enterprise itself. There may even be a fate worse than death such as 
mismanagement and persistent wasting-away of assets. The problem 
of insuring business survival in the face of the death of a major 
executive, partner, or shareholder is a matter of the greatest concern 
to every business firm. 


Loss or A Major STOCKHOLDER OR PARTNER 


Challenging and complicated problems arise when the estate of the 
deceased has a partnership or shareholder interest in the firm. It is 
usually desirable to relieve the estate of this ownership interest as 
soon as possible to insure the survival of the business (to say nothing 
of the desirability of the estate’s acquiring cash in place of its owner- 
ship interest). During the period of administration of the estate, a 
large ownership block that is controlled by an executor or adminis- 
trator will tend to hamper any dynamic firm. Even the best-inten- 
tioned fiduciary will tend to be conservative in view of the legal re- 
strictions imposed on him. If, in addition, the executor lacks business 
experience, as is often the case of a widow, there is serious danger to 
the firm. For the sake of business survival it is desirable for the firm 
or the surviving owners to recapture the ownership interest as soon 
as possible. 


STOCK PURCHASE AGREEMENTS: STOCK-REDEMPTION 
AND CROSS-PURCHASE PLANS 


How do we get the ownership interest out of the estate? Either 
the corporation must buy out the interest or one of the surviving 
owners (parner or shareholder) must do so. The two devices are 
known as “stock-redemption” plans and “cross-purchase” agree- 
ments. Both methods come under the heading of “stock-purchase” 
agreements. Under the stock-redemption plans the company buys 
out all or part of deceased stockholder’s interest. Under cross-pur- 
chase agreements the surviving stockholders or partners buy out the 
interest of the deceased. Thus the company is assured of non-inter- 
ference from the estate or its representatives or from beneficiaries or 
from strangers to whom the estate or the beneficiaries might sell the 
interest of the deceased. 
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The estate and thus the beneficiaries (such as the widow and or- 
phans) gain in various ways. They gain through the cash acquired 
to pay funeral and administrative expenses and estate taxes and 
through the assurance of receiving a cash legacy for what might 
otherwise be a hard-to-liquidate partnership or shareholder interest 
in a closely held company. They also gain through the fact that the 
stock-redemption plan or cross-purchase agreement will reduce or 
eliminate disagreement over the valuation of the ownership interest 
for estate tax purposes. 


VALUATION PROBLEMS 


The problem of valuation cannot be minimized. The surviving 
business firm and the estate are crucially concerned with the value 
put on the ownership interest. Endless wrangling can be avoided by 
having either the stock-redemption plan or the cross-purchase agree- 
ment specify the price at which the ownership interest is to be recap- 
tured. Where there is a ready market for securities there is usually 
little difficulty. Even here there is a problem of deciding which 
stock market quotation to use. Generally, the procedure is to take 
the average of the high and low on the day of death; alternatively, 
one can take the value one year after death. There are complications 
introduced by the problem of “blockage.” The stock market quota- 
tion is not reliable when there is a large block of stock to be liqui- 
dated. In that case, the stock market quotation is generally regarded 
as being too high. Occasionally, however, the opposite is true: a con- 
trolling block of stock may get more than the current stock market 
quotation. 

The problems of valuation of closely held stock, absent a price 
fixed by agreement, are well illustrated by a recent Tax Court case.” 
The facts (somewhat modified for purposes of this illustration) 
were: the taxpayer submitted a value of $150 per share; the Com- 
missioner used a value of $600; four experts set values ranging from 
alow of $150 to a high of $225. The Tax Court, after saying that all 
the appraisers had some qualifications and that their testimony was 
not ignored, set a value of $375. This happens to be the average of 
$150 and $600. It also happens to be the sum of $150 and $225. If 
the latter is the basis of the figure of $375, it suggests some danger in 
having too many appraisers: their valuations may simply be totaled 
by the Tax Court! 


2. Cora Fitts v. Commissioner, 237 Fed. (2d) 729 (C.A. 8th, 1956). 
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STOCK REDEMPTION FOR TAXES AND ADMINISTRATIVE 
EXPENSES; ATTRIBUTION RULES 


The use of a stock-redemption plan is encouraged by Section 303 
of the Internal Revenue Code which permits sufficient stock redemp- 
tion, if certain percentage requirements are met, to cover estate taxes 
and funeral and administrative expenses without fear that the cash 
received by the estate would be declared substantially the equivalent 
of a dividend and thus taxable as income to the estate of the de- 
ceased.* Beyond this amount, however, there is the danger that the 
redemption will be treated as income to the estate and taxed at ordi- 
nary income tax rates unless there is a redemption of the total hold- 
ings of the deceased. The difficulty, however, is that estate bene- 
ficiaries’ holdings are included in deciding whether there has been a 
100 per cent redemption. This is provided by the attribution rules of 
Section 318 of the Internal Revenue Code.* Care must be exercised 
to avoid the application of these rules. 


FINDING THE MONEY 


The major problem in the case of stock-redemption plans and 
cross-purchase agreements is that of money. Where will the money 
be found? The corporation can redeem stock out of its available 
funds but this privilege is often restricted by state law (as in New 
York State) so that redemption can be made only to the extent of 
surplus. Thus a stock-redemption plan may not in fact be effective 
even though it exists on paper. 


INSURING A STOCK-REDEMPTION PLAN 


Insurance can provide the funds in the case of both the stock- 
redemption plan and the cross-purchase agreement. The proceeds 
can be used to redeem the stock from the estate or from the bene- 
ficiaries. The premiums are non-deductible expenses and the pro- 
ceeds are nontaxable to the company. The premiums are generally 
not taxable to the shareholder. An exception may exist where there is 
a sole stockholder or where the insurance is not for the benefit of the 
corporation, in which case the premium payments may be treated as 
dividends to the shareholder and taxable to him. Until recently two 
Tax Court cases put a damper on stock-redemption plans on this 
score: the Casale and Prunier cases.® Both cases have been reversed 
by appellate courts: the Casale case by the Second Circuit in Sep- 


3. IRC (1954), Sec. 303. 4. IRC (1954), Sec. 318. 
5. Oreste Casale, 26 T.C, 1020 (1956) ; Henry E. Prunier, 28 T.C., No. 4 (1957). 
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tember, 1957° and the Prunier case by the First Circuit in November, 
1957." 

In the Casale case the appellate court held that premium pay- 
ments by a corporation which was the named beneficiary and clearly 
the owner of a policy on a stockholder’s life were not taxable income 
to the stockholder. The court emphasized the fact that the policy was 
a corporate asset which would be subject to the claims of corporate 
creditors in case of insolvency. 

In the Prunier case, the Appellate Court reversed the Tax Court 
which had held that premium payments by a corporation on life in- 
surance for two major stockholders constituted taxable income to 
the holders. The purpose of the policies was to permit the corporation 
to buy their stock in case of death. The Tax Court had ruled that the 
payments were actually dividends to the two stockholders because 
each had named the other as beneficiary. The Tax Court had con- 
tended that the corporation was not the owner or beneficiary of the 
policies: it was merely “a conduit” through which taxable benefits 
were passed to the taxpayers. 

The Prunier decision had given rise to considerable concern among 
life insurance companies as well as corporations that use life insur- 
y ance policies to buy the stock of deceased stockholders. 





le In reversing the Tax Court in the Prunier case, the Appellate 
- Court cited the earlier Casale decision with approval and noted also 
of that under Massachusetts law the Prunier corporation could have ob- 
re tained the help of a court of equity to recover the proceeds of the 
insurance policy if one of the brothers had died. 
INSURING A CROSS-PURCHASE AGREEMENT 
K- The difficulty with individual shareholders or partners holding in- 
Is surance on the other owners is threefold: (1) the premiums are paid 
- with after-tax money which may be a greater burden on individuals 
4 than on a business unit; (2) the number of insurance policies be- 
: comes cumbersome, since each shareholder must hold policies on 
“i each of the other shareholders or at least own a portion of a policy 
a on each of the others; (3) there may be a tax problem involved in 
“ each survivor’s buying the existing policies on the other survivors 
is from the estate of the deceased. The difference between purchase 
d price (plus future premiums) and proceeds may be taxable as a cap- 
>- ital gain. 
6. P-H Par. 72, 945. (Fed. Tax Serv.) 





7. P-H Par. 73, 023. (Fed. Tax Serv.) 
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MAXIMIZING BUSINESS SURVIVAL BY MINIMIZING 
EsTATE TAXES 


Finally, we may consider what an individual who has built up a 
business has to do to increase the chance of its survival even where 
a recapture of the ownership interest is not feasible. Perhaps he is un- 
insurable or he cannot reach agreement with his associates on stock- 
redemption or other purchase arrangements. He plans his estate so 
as to minimize the chance that the ownership interest will fall into 
inexperienced or hostile hands. Heavy estate taxes may force the 
liquidation of some of the ownership interest or the new shareholders 
may wish to liquidate the firm itself or otherwise operate it in a man- 
ner inconsistent with business survival. Thus a major shareholder 
takes steps to minimize estate taxes for the sake of the survival of 
his business as well as for the benefit of his heirs. 


USE OF THE MARITAL DEDUCTION 


One of the important devices in minimizing estate taxes is the mari- 
tal deduction. The full amount left to the wife up to one-half of the 
gross estate is deductible from the estate for tax purposes. It must be 
remembered that the taxable estate is usually greater than the estate 
that passes through the will (the probate estate). For instance, insur- 
ance usually passes to the wife outside the will. It will ordinarily be 
included in the taxable estate unless the insured has given up all 
“incidents of ownership” such as the right to change the beneficiary. 
Under a proposal which was considered by the House Ways and 
Means Committee® exclusive reliance on the incidents-of-ownership 
test would be modified to some extent. 

Similarly a joint account or jointly owned property will pass to the 
wife outside the will but will be included in the taxable estate if the 
deceased actually provided the funds. Also, gifts that are found to 
have been made in contemplation of death will be included in the 
taxable estate although of course they do not appear in the will or 
the probate estate. (There is now a conclusive presumption, how- 
ever, that gifts made more than three years before death are not 
in contemplation of death). 

The marital deduction is up to half the gross estate for estate tax 
purposes, not merely the probate estate which passes by will. This 
does not mean, however, that it is always wise to take the maximum 
marital deduction; it is not always wise to reduce the estate tax in 
the husband’s estate as much as possible. The estate tax is progres- 
8. But has been left out of the current tax bill (January, 1958). 
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sive, ranging from 3 per cent on the first $5,000 of taxable estate 
to 77 per cent on amounts over $10,000,000. To the extent that we 
reduce the husband’s estate tax through the use of the marital de- 
duction we add potentially to the wife’s estate, hence her estate tax. 
If the wife has separate property in large amount, it may be a mis- 
take to augment her estate by the full marital deduction. This might 
put her estate in a much higher tax bracket than her husband’s. The 
result of this would be that the total tax in the two estates would 
be greater than if the husband had transferred less property to his 
wife, even if that meant that he took less than the maximum marital 
deduction and paid a higher tax than necessary. The total tax in 
the two estates would be minimized by equalizing the two estates. 

It is difficult, of course, to calculate the right amount of marital 
deduction for this purpose because we can never be sure how much 
of her property the wife will have on her death. Whether or not she 
remarries is, of course, an important factor in this regard. We cannot 
make any estimate of the probabilities of this without knowing more 
about her. 

The minimization of estate taxes through proper use of the marital 
deduction can reduce the chance of the ownership interest falling 
into the hands of strangers through a forced sale to meet estate taxes. 


USE OF CHARITABLE DEDUCTION 


The deduction for gifts to charity is used to increase the liquidity 
of the estate, increase the benefits to income beneficiaries, and reduce 
the risk of unfavorable valuations by tax agents. Property left to 
charity (including universities!) is deductible from the taxable es- 
tate even if a life interest is reserved for another beneficiary. The 
taxable estate and thus the estate tax are reduced. More cash is thus 
available without the sale of property. The sale of the ownership 
interest in the business firm may thus be averted. This is the liquidity 
advantage of the charitable deduction. 

Since less property need be sold to pay taxes, there is more prop- 
erty available (including the property that is ultimately to go to 
charity) to earn income for the income beneficiary. Thus the income 
beneficiary gains from the charitable deduction. 

If the stock in the closely held company is divided between the 
charitable deduction and the rest of the estate, there is also a hedge 
against an excessive valuation of the stock for estate tax purposes. 
If the valuation of the stock is raised, the charitable deduction is 
likewise raised, hence the potential rise in the estate tax may be 
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offset. It should be remembered that there is no capital-gains tax 
on appreciated property that goes to charity. 


SUMMARY 


We have reviewed the practices of business firms in trying to insure 
the survival of the firm despite the death of a major shareholder 
or partner. 

The continuity of the business firm after the death of a major 
stockholder or partner is assured through a stock-redemption plan 
or a cross-purchase agreement. Under a stock-redemption plan the 
company agrees to buy the stock of the deceased. Under a cross- 
purchase agreement the surviving stockholders or partners agree to 
do so. Either may obtain the necessary funds through life insurance 
on the stockholder or partner. There are many legal pitfalls ready 
to trap the unwary under either arrangement. 

When the stock cannot be redeemed by the company or bought 
out by surviving stockholders, the survival of the firm may be 
seriously jeopardized. The widow may try to run the firm or sell 
her interest to a stranger who will do likewise. Attempts are made 
to minimize estate taxes so as to reduce the chance of forced sale 
of the stock. This is aided by use of the marital deduction. 

In these ways, business firms try to respond to the estate tax and 
try to insure the survival of the business after the death of major 
owners. The complicated nature of these arrangements, however, 
and the persistent residue of uncertainty and illiquidity, partly 
associated with the estate tax, may drive the owner to yield to a 
much simpler solution: sell out. 


CONCLUSION 


Sale or merger during the lifetime of the principal owner offers 
the best way for the individual to minimize the problems of uncer- 
tainty and illiquidity involved in the estate tax. The owner receives 
either cash or the listed securities of the large corporation. If he 
receives securities he pays no capital-gains tax, nor does his estate. 
The result in any case is that neither he nor his heirs need face the 
more serious problems associated with the estate tax. The result of 
sale or merger with a large company is also that the small company 
disappears as a separate entity. It is either absorbed indistinguish- 
ably into the large corporation or becomes one of its subsidiaries 
or divisions. Thus estate taxes are driving small business into the 
arms of the big corporation. 
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RECOMMENDATIONS 


In order to avoid or reduce the absorption of small companies by 
large ones, we must provide some relief from uncertainty and illi- 
quidity. The estate tax is not solely responsible for this situation, 
but it does aggravate the difficulties involved. Revisions in the estate 
tax can accordingly relieve or eliminate the problems to some degree. 
Several of the following suggestions have been advocated for some 
time by students and practitioners. 

Uncertainty can be relieved by: 

1. On the subject of valuation, having the Internal Bureau Service 
give rulings on the application of a taxpayer on either the method 
of valuation used in a particular stock-redemption or cross-purchase 
agreement or on the actual value set by such agreement. Approval 
of the method would at least narrow the range of valuation uncer- 
tainty. Approval of the actual value would, of course, eliminate 
uncertainty as to value. This would require an increase in the num- 
ber of revenue agents but would be of invaluable help to small 
business. 

2. On the subject of the attribution rules, a clarification and sim- 
plification of Section 318 of the Internal Revenue Code under which 
an estate is presumed to own the stock independently held by any 
beneficiary of the estate. The prevailing impression of tax practi- 
tioners is that this section was ill conceived and hastily drawn. 

3. On the general problem of reducing uncertainty, the establish- 
ment of a single, nation-wide Court of Tax Appeals which would 
hear appeals on tax matters from the Tax Court and federal district 
courts and from which appeals would be taken to the United States 
Supreme Court. At the present time there are eleven separate circuit 
courts of appeal which hear appeals from decisions of the Tax 
Court. As a result, conflicting decisions exist on the same point of 
tax law. The taxpayer is confused, and neither the Tax Court nor 
the Treasury feels bound by any particular decision. ‘Only when 
the Supreme Court has passed on a point is there any settlement of 
the issue generally. This might take as long as seven or eight years; 
in the meantime, no one knows what the law is, for the simple reason 
that there is no single, authoritative determination of the law. 

The problem of iliguidity can be reduced by: 

1. Making stock redemption for purposes of estate taxes and 
funeral and administrative expenses in family businesses free of all 
percentage restrictions (now required by Sec. 303 of the Internal 
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Revenue Code) and immune to any claim that the redemption js 
substantially equivalent to a dividend. 

2. Allowing the estate tax in family businesses to be spread over 
a ten-year period as a matter of right. A proposal of this sort is 
now before the House Ways and Means Committee. This provision 
should apply only where the redemption privilege is not exercised. 
At the present time the tax is due and payable in full, fifteen months 
after death.’ The Commissioner may extend the time up to ten years 
more and the executor may be required to furnish security.’ This 
should not be discretionary with the Commissioner; nor should se- 
curity be required in the case of family businesses. 

3. Encouraging or authorizing existing governmental Jdending 
agencies to buy debentures or non-voting stock in small corporations 
on death of the principal owner to facilitate the payment of estate 
taxes where the corporation has insufficient funds for redemption 
of stock. 

These recommendations should have the effect of removing the 
estate tax as a contributing factor in the merger of small businesses 
into large companies. Perhaps we can say that the estate tax has 
been an artificial factor distorting economic decisions in questions 
of merger. By removing the estate tax as an element of uncertainty 
and illiquidity we may be said to be re-establishing a “free market” 
in mergers whereby a proposed merger will be accepted or rejected 
on its merits by the parties involved without the bias introduced by 
the peculiarities of the existing estate tax. 

9. IRC Sec. 2002, 2203. 10. IRC Sec. 6165. 
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THE EFFECTS OF TAXES ON BUSINESS POLICIES 
AND PRACTICES IN GREAT BRITAIN 


WALTER W. BruDNO 


Harvard University 


THOUGH LAW AND ECONOMICcs are kindred disciplines, lawyers and 
economists are too often disinclined to look over each other’s shoul- 
ders. To each the other speaks an alien tongue, and communication 
is at best imperfect. 

We lawyers, though we pride ourselves on our mastery over facts, 
are often poorly equipped to pursue the inductive process because 
we have only nodding acquaintance with empirical and statistical 
methods. We tend to rely upon experience haphazardly acquired 
because we lack the facilities and capacities for scientific accumu- 
lation of data. From intuitive premises we often proceed, with in- 
consequential brilliance, to deductive conclusions which may become 
the law of the case or the law of the land. 

Economists, on the other hand, are adept in the development of 
empirical data and in the use of statistical method. But the adept 
are too often adroit, and the product of economic inquiry may be 
nothing more than a mantle to cloak the author’s prejudices or pre- 
dilections. Only other economists can penetrate the disguise. Fre- 
quently the unmasking process is, of necessity, as intricate and 
opaque as the disguise itself, and merely replaces the old cloak with 
anew one. The outlander is left in such a state of bewilderment that 
he has no other recourse than to ignore the contenders and fall back 
on his own imperfect resources. 

For a disturbing array of examples of this process one need only 
examine the minutes of evidence and the several thousand pages of 
witnesses’ memoranda assembled by the British Royal Commission 
on the Taxation of Profits and Income.’ With full knowledge of my 
limitations in judging the matter, I suggest that the evidence of the 
economists was of little more use to the Commission than was that 
of the opposing industry and labor witnesses. Once one knows a little 
of the background of the particular witness concerned, it requires 
as little penetration to predict the conclusions of the economist as 

1. The reports of the Commission are to be found in Command Papers Nos. 8761 


Feb. 1953), 9105 (Apr. 1954), and 9474 (June, 1955). The minutes of evidence have 
been published by H.M. Stationery Office. 
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it does to predict those of the avowed advocate. While the report of 
the Commission itself seems to have placed some reliance on the 
testimony, between the mountain of evidence received and the con- 
clusions reached the connection is disconcertingly slight. The con- 
nection seems to be greatest where the conclusions were more or less 
obvious from the start and could have been reached deductively 
without any evidence at all. 

The report of the Commission has been followed by a stream of 
articles, well reasoned and fully documented, often differing with 
the economic conclusions of the Commission on grounds not sug- 
gested by the economists who offered testimony. The lawyer who is 
interested in tax policy is, I hope understandably, not only confused 
but, as I have discovered, frustrated in any attempt to reach his own 
conclusions by his inability to use the tools which are essential for 
the task. In this state of affairs it seems that there is little the poor 
lawyer can do but await the next issue of the economic journal which 
may contain an equally well reasoned and fully documented rebuttal 
of the Royal Commission’s critics. 

Of course, much of the confusion is unavoidable, and it would be 
naive to demand that certainty be any more prevalent in economics 
than it is in the law. But I do not think that it is too much to ask 
that a discipline which has for its foundation many of the basic 
elements of scientific method should strive for the highest standards 
of objectivity and seek to minimize the uncertainties that are inher- 
ent in any study of social behavior. I am quick to confess that my 
own confusion may, in large measure, stem from inability to grasp 
and evaluate the conflicting economic arguments. But I suggest that 
it is not enough that the economists should communicate with each 
other. If their labors are to be justified they must find a way to 
articulate their knowledge in terms that will be useful in the formu- 
lation of policy. And, whether we like it or not, tax policy is ulti- 
mately made predominantly by lawyers. I may add that the situation 
I have described is by no means confined to the history of the Royal 
Commission or to the formulation of tax and fiscal policy in Britain, 
for the history of the development of our own tax policy will provide 
numerous examples of comparable obfuscation. 

While one might have hoped that the records and reports of the 
Royal Commission would shed new light on the economic conse- 
quences of Britain’s tax policies, I feel that the inquiry has really 
hardly begun. Beyond the work of the Commission, the area is vir- 
tually unexplored. There have been studies of the redistributive 
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effects of taxation” and of the effects of taxation on incentives,’ but 
on the subject before us today there has been no published empirical 
work. 

All of this would suggest that there is little that a lawyer can tell 
economists about the effects of British taxation on business policies 
and decisions, and much that a lawyer may ask. However, it may 
be useful for me to sketch for you some of the more interesting 
areas of inquiry against their technical legal background. Perhaps 
this approach is the foundation for fruitful interchange between 
lawyers and economists in the taxation field, as there are certain 
questions about taxation that economists may ask and which law- 
yers are best qualified to answer, and there are certain questions 
that lawyers may ask and which economists are best qualified to 
answer. In this latter area, the questions are many but the answers 
are few and difficult. I cannot undertake even to mention all of these 
questions, but would like to lay before you a few which seem to 
me to be both interesting and worthy of further investigation. 


I. THe Tax SysTEM 


The main sources of tax revenues of the United Kingdom are 
income tax, corporate profits tax, purchase tax, customs duties, and 
miscellaneous excise taxes. 


A. INDIVIDUAL INCOME TAX 


The income tax is made up of standard tax and surtax. The flat 
standard rate of 42.5 per cent is levied on the taxable incomes of 
both corporations and individuals. In the case of individuals it is 
graduated, particularly at the lower levels, by means of various 
“personal allowances.” Surtax, which is levied only on individual 
incomes in excess of £2,000 per annum, is graduated from 10 per 
cent on the first £500 above £2,000 to 50 per cent on amounts over 
£15,000. Neither standard tax nor surtax is deductible from income 
subject to the other. Therefore, the maximum marginal rate on 
individual incomes is 92.5 per cent. The income of a wife is added 
to that of her husband and taxed as one sum. 

2. A. M. Cartter, Redistribution of Income in Post-war Britain (New Haven: Yale 


University Press, 1955); H. F. Lydall, British Income and Savings (Oxford: Basil 
Blackwell, 1955). 

3. Lady Rhys-Williams, Taxation and Incentives (London: William Hodge & Co., 
Ltd., 1953) ; George Break, “Effects of Taxation on Incentives,” British Tax Review, 
June, 1957; George Break, “Effects of Taxation on Incentives,” American Economic 
Review, September, 1957. See also the Second Report of the Royal Commission on 
Taxation of Profits and Income, Cmd. 9104, pp. 93 and 115. 
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B. CORPORATE INCOME TAX 


Standard tax is levied on corporations at the flat rate of 42.5 per 
cent. In theory the tax is deductible from dividend payments and 
thus passed on the shareholders. Dividends are not subject to 
standard tax in the hands of the shareholders, and, in effect, the 
shareholders are credited with the tax deducted by the corporation. 

In general, the tax deducted by the corporation is at the standard 
rate in force at the time of the dividend payment, regardless of the 
rate at which tax was actually borne by the corporation on the 
profits from which the dividend was paid. The deducted tax is re- 
tained by the corporation. Thus, the so-called tax-deduction system 


EXAMPLE 1—DIVIDENDS 
(Profits Tax Ignored) 


Deemed 

Dividend Declared Paid Distributed* 
£100.0 “‘with tax deducted” £100.0 £ 57.5 £100.0 
57.5 “free of tax” 57.5 57.5 100.0 
173.9 “with tax deducted” 173.9 100.0 173.9 
100.0 “free of tax” 100.0 100.0 173.9 


Therefore: A dividend of a given net amount may be paid either by de- 
claring “with tax deducted” such a larger amount as will leave the net amount 
or by declaring the net amount “free of tax.” In either event the ultimate tax 
effects to both the corporation and the shareholders are the same. Thus, the 
“deduction of tax” does not, in fact, pass the burden of tax to the sharehold- 
ers but merely reduces the dividend payment by the amount of the tax, a re- 
sult obtainable in the absence of a deduction system: e.g., a United States 
corporation which earned 100, paid tax of 42.5, and declared a dividend of 
57.5 would be left with 0, as would a comparable British corporation which 
declared 100 “with tax deducted” or 57.5 “free of tax.” 


* For determining ultimate tax liability of shareholder and profits tax liability of corpo- 
ration the amount paid is “grossed up” by multiplying by 100/57.5. 


is merely a device to avoid subjection of corporate earnings to 
standard tax more than once. For surtax purposes the shareholder 
is deemed to have received both the net dividend paid him and the 
deducted tax; that is, the dividend actually received is “grossed up” 
to such a larger amount as, after reduction by standard tax, would 
leave the net payment. 

It will be seen from Example 1 that the system of deduction of 
tax from dividends is largely a convenient administrative fiction 
whereby subjection of corporate earnings to more than one standard 
tax is avoided and, at the same time, the corporate tax paid may 
be treated as paid by the dividend recipients. 


C. CORPORATE PROFITS TAX 


Profits tax is imposed only upon corporations and, in essence, is 
a surcharge on corporate distributions of income. The tax was im- 
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posed in its present form as of January 1, 1947, and was intended 
to relieve inflationary pressures by deterring dividend distributions. 
Profits tax is levied on the entire taxable income* at the rate of 30 
per cent. Credit is given against that tax for 27 per cent of that 
portion of taxable income which has not been distributed during the 
year. Profits tax is not a deduction from income for standard tax 
purposes, and standard tax is not deductible for profits tax pur- 
poses. Thus, a corporation is subjected to a 30 per cent profits tax 
on earnings distributed by it and a 3 per cent profits tax on earnings 
retained. The workings and implications of this tax are extremely 
intricate and I will return to it later. 


D. PURCHASE TAX 


Purchase tax is a single point ad valorem tax, generally imposed 
at the wholesale level, on a wide range of consumer goods. The tax 
is significant both as a source of revenue and as an instrument of 
economic policy.® Its economic function is performed by means of 
selective differentiation of rates so as to stimulate or inhibit con- 
sumption in accord with the economic objectives. The rates current- 
ly range from 5 per cent to 90 per cent. Generally the necessities 
of life are taxed at the lower rate or are exempt, and luxuries are 
taxed at higher rates, although this pattern may be modified where 
it is deemed necessary to stimulate or inhibit consumption of partic- 
ular commodities. 


E. MISCELLANEOUS TAXES 


There are numerous other excise taxes, but the only ones which 
are significant in terms of revenue production are those on alcoholic 
beverages and beer, on admissions to entertainments, and betting. 
Eighty-six per cent of customs duties, which are an important source 
of revenue, are derived from imports of petroleum products and 
tobacco. Stamp taxes are imposed on a wide variety of instruments, 
but for present purposes the only significant stamp tax is that of 
2 per cent ad valorem on stock transfers. 


II. STATISTICAL DIFFICULTIES 


Interpretation of official statistics of income is rendered difficult 
because of the diversity of methods employed by the various report- 
ing agencies. Furthermore, the statistics cannot be viewed in perspec- 


4. The computation of taxable income differs in a number of respects from that of 
taxable income subject to standard tax. 


5. See A. M. Soloway, “Economic Aspects of British Purchase Tax,’ Journal of Fi- 
nance, May, 1954; J. F. Due, “The Purchase Tax,” Canadian Tax Journal, March, 1955. 








216 The Journal of Finance 


tive without taking into account certain features of the tax system or 
the general law which may either impinge upon the statistical pic- 
ture or modify its purport. For example, of total tax revenues, 
income taxes on individuals produce about 27 per cent and on cor- 
porations about 17 per cent. Indirect taxes yield about 43 per cent 
of the total. Statistics will show that in recent years the trend has 
been toward decreased direct taxation and increased indirect taxa- 
tion. However, this trend is less regressive than would appear, as 
purchase tax represents a smaller proportion of disposable income 
of the lower-income groups than of the higher-income groups because 
of differences in the consumption patterns of the two groups, and 
the higher rates of purchase tax are applicable to taxable commodi- 
ties normally consumed at the higher-income levels.* Other excise 
taxes and customs duties are, however, regressive in impact. The 
progression of the purchase tax does not fully offset the regression 
of other indirect taxes so that the net effect of indirect taxation is 
still regressive though less so than would appear on the surface. 
However, the low-income groups who bear the main burden of in- 
direct taxation are also the principal beneficiaries of cash family 
allotments, food and tobacco subsidies, government-financed medi- 
cal care, and other social welfare programs.’ 

Depending upon one’s viewpoint, the statistics as to the balance 
between individual and corporate income tax may also be deceptive. 
Dividend payments are recorded gross before deduction of standard 
tax. Thus, disregarding profits tax for simplicity, if a corporation 
earns £100 and pays standard tax of £42.5 and distributes a net 
dividend of £57.5, the statistics of corporate tax payments record 
the £42.5 as individual income tax and that amount is not reflected 
in the total of corporate tax payments.*® Therefore, the statistics of 
corporate tax payments reflect only profits tax and that portion of 
the standard tax which is attributable to retained earnings. 

It should also be noted that statistical references to gross trading 
profits are roughly comparable to what we would call “net profits 
before tax,” except that gross trading profits do not reflect any 
deduction for interest or depreciation. 

Statistics published by the Commissioners of Inland Revenue in 

6. See Cartter, op. cit., pp. 187 f. 


7. See ibid.; Findlay Weaver, “Taxation and Redistribution in the United Kingdom,” 
Review of Economics and Statistics, August, 1950; David Walker, “Some Comments on 
Taxation of Personal Incomes and Expenditure in the United Kingdom,” Public Finance, 
1954, p. 90. 


8. National Income and Expenditure “Blue Book” 1956 (London: Central Statistical 
Office), p. 60. 
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their annual reports tend to supplement those published by the 
Central Statistical Office, but unfortunately the latter are prepared 
on a calendar-year basis whereas the former are prepared on the 
basis of the government financial year ending March 31—as the offi- 
cial tax year ends on that date (more accurately, April 5). 

The system of assessment of income tax further distorts the in- 
formation to be derived from official statistics. Taxable business 
income for the current financial year is normally measured by in- 
come of the accounting period ended in the preceding financial year, 
and tax thereon is payable on January 1 of the current financial 
year. Thus, a company on a calendar-year accounting basis ending 
December 31, 1956, does not pay tax on the income of that account- 
ing period until January 1, 1958. It will normally pay tax on Janu- 
ary 1, 1957, with respect to its accounting period ended December 
31, 1955. As a result, in a real sense, on December 31, 1956, it owes 
two years’ taxes, one of which will be payable on the following day 
and one of which will be payable one year thereafter. It is not re- 
quired that the latter tax be accrued on the books as of December 
31, 1956, and many companies do not, in fact, book the accrual. 
Therefore, the statistics are misleading to the extent that they re- 
flect two years’ tax liability in respect of some companies and one 
year’s liability in respect of others. 

The existence of profits tax is also a source of hidden liabilities 
that must be reckoned with. If a corporation retains a portion of 
its earnings, those earnings are subjected to tax at the lower rate 
on undistributed profits. If it later distributes those earnings, either 
as a dividend or upon liquidation, it will incur additional tax in the 
amount that would have been due had those earnings been distrib- 
uted when earned. Thus, every corporation which has accumulated 
earnings since January 1, 1947, is subject to an undisclosed liability 
for profits tax which may mature at an indeterminate future date. 

Furthermore, neither the revenue statistics nor those of the Cen- 
tral Statistical Office make adequate differentiation between what 
are termed “private companies” and “public companies.” A private 
company is one whose articles restrict the transfer of shares, limit 
the total number of shareholders to fifty (exclusive of employees), 
and prohibit public offering of its securities..° At the end of 1955 
there were approximately 283,000 private companies and 11,000 
public companies. The aggregate paid-up capital of private com- 

9. Lakeman v. Attorney General (1948), 2 All E.R. 756. 

10. Companies Act, 1948, 11 and 12, 6 C. 38, § 28, 
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panies represented 36.5 per cent of the aggregate capital of both 
public and private companies."' It seems clear that the factors goy- 
erning the decisional processes in a private company will be different 
from those governing the decisional processes in a public company.” 
The motivations and the degree of technical and economic sophis- 
tication are likely to be vastly different in the two cases. Since the 
sector of the economy represented by private companies is of signifi- 
cant proportions, it is necessary, though generally impossible, to 
differentiate between the two in analyzing the impact of taxation 
on business practices and policies. 

So much for general background. Let us now focus our attention 
on some facets of the tax system which may be particularly interest- 
ing as the subject for further economic inquiry. 


III. TAXATION OF CORPORATIONS 
A. COMPUTATION OF PROFITS TAX 


Perhaps the most controversial and least understood aspect of 
the British tax system is the corporate profits tax which I have 
described briefly. The arithmetic of profits tax is somewhat com- 
plicated by the fact that the gross amount of a dividend is treated 
as a distribution. It is convenient to consider the profits tax as 
though it were a graduated tax on retained income which varies 
inversely with the proportion of retained earnings to total earnings, 
that is, the tax is a direct burden on retained earnings which in- 
creases in amount as retained earnings decrease and decreases in 
amount as retained earnings increase. 

There is a level of retention below which the tax will exceed the 
amount retained and will require resort to prior earnings or capital 
for its payment. As shown in Example 2a, this level is reached at 
17.4 per cent of net income before income and profits taxes, and 
if no more than 17.4 per cent is retained, the retention will be wiped 
out by the tax. Thus, realistically speaking, the maximum combined 
standard tax and profits tax is not the sum of 42.5 per cent and 


30 per cent, but is 42.5 per cent plus 3 per cent plus 17.4 per cent, 
or 62.9 per cent. 


B. EFFECTIVE RATE OF CORPORATE TAXES 


The maximum amount of before-tax income which is retainable 
in surplus is 54.5 per cent. Stated differently, a corporation which 


11. Annual Abstract of Statistics (London: Central Statistical Office, 1956). 


12. Compare D. T. Smith, Effects of Taxation Corporate Financial Policy (Boston; 
Harvard University, 1952), p. 11. 
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EXAMPLE 2—PROFITS TAX 


Wet imoomee............... ae AHR PE ee eg oe ee 100.0 
Standard tax.... Sas . 42.5 
Minimum profits tax ee . “ES 


Distributable amount pacers a onus 
Net dividend...... ae ‘oUt! ae 
Deemed distributed 64.5 
100 
75 “ay .2 
Profits tax on deemed distribution (64.5 27%) ee ore ae 





Total distribution and tax thereon... 2° HS 


Retained earnings. . -0- 


Therefore: The maximum amount distributable to shareholders per £100 of net in- 
come before tax is £37.1; the maximum combined income and profits tax is: 





Standard tax..... <<aw 
Minimum profits tax. .... 3.0 
Profits tax on distribution. 17.4 
Total taxes 62.9 
b) 50 Per Cent Retention (50% X54.5=27. Nene 
Maximum retainable. a fae . 54.50 
Net dividend. : . 18.54 
Gross dividend 
es 18.54) =32.25 
Profits tax (32.25X27%). « a 
Paid as aividend and profits tax ; . 22.28 
Retained (50% X54. 50).. eS 27.25 
Taxes paid: 
Standard tax. a P ; .. 2 
Minimum profits tax...... >» oe 
Profits tax on distribution 8.71 
Total taxes. ‘ ALS 54.21 
c) 40 Per Cent Retention (40% X54.5=21.80) 
Maximum retainable. ? seoa ; 54.50 
Net dividend. ..... 22.25 
Gross dividend 
(100 
375 X22.5)=38.7 
Profits tax (38.7 27%) ees 
Paid as dividend and profits tax ; ioe 
Retained. . nef ee 21.80 
Taxes paid: 
Standard tax. ee ee 42.50 
Minimum profits tax a 
Profits tax on distribution .. 10.45 


Total taxes. 
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EXAMPLE 2—Continued 
d) 60 Per Cent Retention rr. 5=32. a 








Maximum retainable. . PO 
Net dividend. aabbakes actos se eoudatteter eta eee” ee 
Gross dividend 
es 14.83) =25.74 
Profits tax (25.74X27%)........ we ie. ae 
Paid as dividend and profits tax. . : Ber wieta = tan 5 ae aca oe 
ES EP Ee ee ae ee Te NSS ee el eee Tey ee Ae eT) 32.72 
Taxes paid: 
Standard tax...... : ware nie ; . 42.50 
Minimum profits tax..... ax oh ate 3.00 
BI WE A IIE. 0.5 onc nic ckcaccecsiecceens 6.95 
Total taxes. or + or 52.45 


NOTE: The net dividend to be paid in ‘ite to mae in a retention of any given 
amount is: 
x=net dividend 
y=amount to be retained 
x+(100x/57 .5) X (27/100) —y=54.5 


earns $100 can retain $54.50 or, if it desires to make a total distri- 
bution of earnings, it may distribute that amount partly in the form 
of dividends and partly in the form of profits tax thereon. As shown 
in Example 2, if 50 per cent of retainable earnings is to be retained, 
that is, if 27.25 per cent of before-tax income is to be retained, the 
net dividend paid to shareholders will be 18.54 per cent of before-tax 
income, and profits tax will absorb 8.71 per cent of that income. 
Total taxes paid by the corporation will aggregate approximately 
54.2 per cent. As shown in Examples 2c and 2d, retention of 40 
per cent and 60 per cent of retainable earnings will result in total 
taxes of 55.95 per cent and 52.45 per cent respectively. 

It is interesting to note that if a United States corporation pays 
50 per cent of its after-tax income as dividends, and if it is assumed 
that all shareholders are subject to tax in the lowest bracket, the 
aggregate corporate and individual income taxes on the corporate 
profits are 55.8 per cent. The tax on corporate earnings of a British 
corporation which makes a similar distribution to shareholders who 
are subject to the full rate of standard tax but not to surtax is 54.2 
per cent. On the basis of 60 per cent distribution, the relative bur- 
dens are approximately 56.5 per cent in the United States and 55.6 
per cent in the United Kingdom. On the basis of a 40 per cent dis- 
tribution the United States burden is approximately 55.1 per cent 
and the United Kingdom burden is approximately 52.45 per cent. 
This striking comparability of total burdens extends through the 
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entire range of individual incomes subject to surtax in the United 
Kingdom and to corresponding higher-income-bracket rates in the 
United States. If the shareholders are corporations, the disparity 
between the relative tax burdens is less than 2 per cent, whether 
40, 50, or 60 per cent of earnings are distributed. 

These figures would seem to indicate that the so-called “favored 
treatment” of British corporate earnings is largely an illusion since, 
despite the presence of “double taxation” of corporate earnings here 
and its absence in Britain, the tax burdens on corporate earnings 
are, in normal situations, quite similar in the two countries. 


C. EFFECT OF PROFITS TAX ON DIVIDEND DISTRIBUTIONS 


It is generally considered that the profits tax acts as a deterrent 
to dividend distributions, although whether that is true and, if true, 
the extent of its deterrent effect is open to question. A great deal of 
evidence on the subject was presented to the Royal Commission. The 
majority concluded that the tax had not had any significant deterring 
effect, while the minority were of a contrary view.’* 

Undoubtedly the proportion of earnings distributed to total earn- 
ings has declined since the war. The Minority Report notes that 
there was, between 1938 and 1953, a fourfold increase in “gross 
trading profits,” a 42 per cent increase in dividends, and a sixfold 
increase in retained earnings. However, it would appear that 1946 
would be a better starting point so as to eliminate differences be- 
tween the prewar and postwar economic environments while in- 
cluding the only postwar year in which the differential profits tax 
was in force. On this basis “gross trading profits’ have about 
doubled, dividend payments have increased two-thirds, and retained 
earnings have increased about one and one-third. While this basis 
also shows a significant decline in dividend payments, it must be 
remembered that a portion of the decline may have resulted from 
the forced diversion of distributable profits into tax disbursements 
rather than from any deterrent effect. Also, the increased cost of 
maintaining a level physical volume of inventories and of replace- 
ment of fixed assets in a period of mounting inflation must have 
entered into the shaping of dividend policy to some extent. 

It does not seem possible to isolate the relevant and irrelevant 
factors bearing upon the restraining effects of profits tax in the 
absence of empirical data. Looking at the matter realistically, is 
there any logical reason for reducing dividends in view of profits 

13, Cmd. 9474, pp. 159 and 386, 
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tax by more than the amount of profits tax on the dividend that 
would otherwise be paid? Is it of any consequence to a corporation 
whether it pays out a given sum as dividends or that same sum as 
dividends plus profits tax, so long as the amount retained by it is 
the same? Is it possible to distinguish the dividend impediment of 
the profits tax from that of any corporate surtax, except insofar 
as the former may engender psychological restraints which are not 
strictly rational? The answers to these questions on the basis of 
experience remain to be established by more penetrating inquiry 
than has been made to date. 

The striking comparability of effective tax burdens upon corpo- 
rate earnings in the United States and Britain demonstrates that 
the lawyer as technician can produce almost any desired effective in- 
come tax burden whatever the principles of taxation or the system 
of taxation may be. It is for the economist to determine the extent 
to which different systems as systems produce constructive differ- 
ences in business conduct. Since it is often asserted that underde- 
veloped countries can stimulate capital development by granting ac- 
celerated depreciation allowances and reinforcing those benefits 
with deterrents against profit distributions, an inquiry into the 
United Kingdom experience should provide useful insights. 


D. EFFECT OF PROFITS TAX ON CORPORATE FINANCING 


One of the major criticisms that has been leveled at the profits tax 
is its purported encouragement of debt financing and discourage- 
ment of equity financing. Amounts paid out as interest on corporate 
bonds are deductible from income subject to profits tax and are not 
treated as distributions taxable at the higher rate. Dividends on pre- 
ferred stock, on the other hand, are treated as distributions, so that 
the payment of a preferred dividend diminishes the equity of the 
common shareholders by the amount of the tax generated by the 
dividend. Dividends on common stock also reduce the equity of 
common shareholders by the amount of profits tax thereon, in addi- 
tion to the amount of the dividend itself. Consequently, the raising 
of capital by means of debt securities is the least expensive tax-wise, 
and financing by means of preferred stock imposes the largest bur- 
den on the common-stock equity. Numerous witnesses before the 
Royal Commission complained of this feature and warned of cycli- 
cal hazards in excessive debt financing. While there can be no doubt 
that profits tax in its present form exerts pressure toward debt fi- 
nancing, it is not at all clear that that pressure has actually influ- 
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enced the debt-equity ratio of capital issues, and it is possible that 
counterpressures imposed by practical and market considerations 
have in large measure prevailed.** 

Whether the debt-equity ratio has been affected significantly by 
profits tax can only be determined by establishing a hypothesis as to 
a “normal” ratio in the absence of profits tax, although such effect 
might be inferred if there has been a marked increase in the ratio of 
debt issues to other issues. However, no suitable “normal year” 
exists, with the possible exception of the prewar years and 1946, and 
there has been no discernible trend. New capital issues of public 
companies in the period 1933-38 averaged 35.9 per cent debt, 21.7 
per cent preferred stock, and 42.4 per cent common stock."® Of the 
ten postwar years in which the differential profits tax has been in 
force (1947-57), the proportion of debt issues to total issues has 
been below the prewar average in six years and above that average 
in four. In one of the four “high” years (1951), the debt ratio was 
only 2 per cent higher than the average; in another of those years 
(1953), the high ratio was accounted for by the fact that a single 
issue by Anglo-Iranian Oil Company made up 40 per cent of the 
total debt issues for the year. If that issue is removed, the debt ratio 
for that year falls to almost 6 per cent below the prewar average. 
Possibly further investigation would disclose similar causes for the 
two remaining “high” years (1950 and 1954). While it is likely that 
the issuers of securities throughout the profits tax era have desired 
to raise funds by means of debt securities, is it not possible that the 
appetite of the investing public for inflation-proof equities may have 
frustrated those desires? 

With respect to issues of preferred stock there has been a definite 
downward trend, with the ratio of the preferred issues falling sub- 
stantially below the 1933-38 average in all but two of the ten years 
under consideration. However, the ratios during the ten-year period 
varied within wide ranges and bear little relationship to variations 
in the effective rate of profits tax. In the longest period during which 
the rates remained constant (1952-55 inclusive) the ratios of pre- 
ferred issues to total capital issues range from 3.1 to 14 per cent. 
Thus, while there has been a general trend away from preferred 
stock financing, the tax pressure against such financing has mani- 

14. See Charterhouse Finance Corporation, “Corporate Financing in Great Britain,” 
Law and Contemporary Problems (1952), p. 239. 


15. Figures on Capital Issues from Midland Bank Review, February, 1957. 
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fested itself so erratically that it would appear that other pressures 
have had a neutralizing or counterbalancing effect in many instances, 

If the foregoing comparisons are made on the basis of 1946 data, 
rather than on the basis of 1933-38 averages, the contention that 
profits tax discourages preferred stock financing and encourages 
debt financing gains some support. In that year the ratio of debt 
issues to total was 15.7 per cent (only three-sevenths of the prewar 
average) and that ratio was greatly exceeded in all but one of the 
ten succeeding years. With respect to preferred issues the 1946 
ratio was only slightly above the prewar average so that as to such 
issues the use of a 1946 base gives the same problematical results as 
does the use of a prewar base. 

I leave it to the economist to disentangle the figures from the ar- 
guments. The immediate question may be of only academic interest. 
However, it would seem to have a bearing on the larger question of 
the real effect of taxation on business decisions—the question of 
whether specific tax pressures do not become so diluted when sub- 
merged in the total economic environment as to lose their potency. 

Before passing from the subject, it is interesting to note that in 
the United States the ratio of debt issues to total issues averaged 73 
per cent in 1933-38 and 64 per cent in 1947-56.'® These ratios are 
twice as high as the comparable British ratios. While it might be ar- 
gued that this phenomenon is due to the fact that the United States 
deduction for interest is worth more in terms of taxes saved than is 
the British exclusion of interest from profits tax, it seems unlikely 
that the explanation is as simple as that. 


E. EFFECT ON SECURITIES PRICES 


There is also the unexplored question as to the effect of profits tax 
on the respective market prices of stocks and bonds. Theoretically, 
it would seem that variations in the rate of profits tax would be re- 
flected in share prices but not in bond prices. However, if it could 
actually be established that bond issues are stimulated by the profits 
tax, the impact of profits tax on the volume of debt issues might be 
reflected in prices and yields. In addition it would seem that, the- 
oretically, the price of stocks in companies with an earned surplus 
would be influenced by the years in which the surplus was developed. 
Surplus attributed to earnings prior to 1947 bears no hidden profits 
tax liability; that attributed to subsequent years can be distributed 
only at the expense of a profits tax charge, the rate of which will de- 


16. Data assembled from Federal Reserve Bulletins for the designated years. 
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pend upon the rate in force in the year of the retention. However, 
nothing is known of this subject. 

The United Kingdom might provide a convenient laboratory for 
a study of the effects of variation in corporate taxation upon securi- 
ties prices in view of the fact that prior to 1937 there was no profits 
tax, in 1937 the tax was imposed at an undifferentiated rate, in 1947 
the principle of differentiation was introduced, and thereafter the 
rates were changed on five separate occasions. The standard tax 
on corporate profits, and variations in the rate of that tax, might be 
largely irrelevant to such an inquiry—first, because the rate of 
standard tax on corporate income and on any other income is the 
same, and second, because standard tax is not a significant burden 
on investment in corporate equities, as distinguished from other in- 
vestments, since the shareholder receives credit for that tax to the 
extent he is required to include dividends in his taxable income. 


IV. CapiTtaLt GAINS 


It is commonly considered that Great Britain does not tax capital 
gains. But if we regard capital gains as those gains which are taxed 
as such in the United States, the reality seems to be that in many re- 
spects the British taxpayer is no better off than is his American 
counterpart and in many his position is worse. Time does not per- 
mit an exhaustive exploration of this subject, which largely involves 
comparative analysis of the substantive provisions of the United 
States and United Kingdom tax laws,”* but there are several aspects 
to which I invite your attention for possible further inquiry. 


A. STAMP TAX 


It is my opinion that the only major area in which capital gains 
may be accorded significantly more favorable treatment than in the 
United States is that of securities transactions—and even here the 
matter is not free from doubt. Since gains on securities transactions 
represent the major source of capital gains both in the United States 
and in the United Kingdom, and since the freedom of such transac- 
tions from United Kingdom tax is widely heralded by American op- 
ponents of capital-gains taxation, the subject is an important one. 

The transfer of securities, other than those in bearer form, re- 
quires the payment of United Kingdom stamp tax at the rate of 2 
per cent ad valorem. A 2 per cent ad valorem tax is equivalent to the 


_ 17, The author, in collaboration with Lawrence D. Hollman, has analyzed the sub- 
ject in an article to be published in the British Tax Review in March, 1958. 
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maximum tax payable by a United States shareholder on a long- 
term capital gain of 8.7 per cent of cost. For example, if the United 
States shareholder whose marginal rate is 50 per cent or more pur- 
chases shares at $92 and sells them at $100, his gain of $8 is 8.7 per 
cent of his cost and his tax will be $2 per share. If the United States 
shareholder’s income is taxable at the lowest marginal rate of 20 per 
cent, a 2 per cent ad valorem tax is the equivalent of tax on long- 
term gain of 25 per cent of cost; that is, if he purchases shares at 
$80 and sells them at $100 his gain of $20 is taxed at $2. Therefore, 
the sale of shares by a British shareholder generates the same tax as 
does a comparable sale by a United States shareholder where the gain 
is from 8.7 to 25 per cent of cost, depending upon the relevant income 
level. 

If the proportion of gain to cost is more than the proportion at 
which taxes are equivalent at the relative income level, the British 
tax increases at the rate of 2 per cent of the additional gain, whereas 
the United States tax increases at the rate of 10 to 25 per cent of 
such gain. Thus, the British taxpayer enjoys a decided advantage 
where the proportion of gain to cost exceeds the 8.7 to 25 per cent 
breaking point. However, if the proportion of gain to cost is below 
the breaking point, the advantage is with the United States taxpayer, 
as his tax falls below 2 per cent of selling price while that of the 
British taxpayer remains at 2 per cent. The British disadvantage is 
most marked where there is a loss on sale, since the stamp tax aug- 
ments the amount of the loss, whereas the United States treatment 
of capital losses reduces the amount of the loss. I have omitted ref- 
erence to the United States stamp tax, as the rates are nominal and 
represent a significant percentage of selling price only where that 
price is very low. 

The foregoing results, of course, are inevitable consequences of 
what is, in essence, a tax on capital as distinguished from a tax on 
income. Their meaning in terms of comparative burden of capital- 
gains taxation in the two countries can be evaluated only by de- 
tailed analysis of the proportion of realized gains or losses to cost 
and correlation of those data with the marginal rates of tax applica- 
ble to the taxpayers realizing those gains or sustaining those losses. 
It would seem that such an analysis would demonstrate that the 
treatment of securities gains in Britain is significantly less favorable 
than is commonly supposed. Support for this tentative conclusion is 
found in the fact that stamp taxes on securities transactions produce 
revenue receipts which are more than 50 per cent of the total aver- 





— omer & 


oo —=— on > - —, 


the 
is 
1g- 
ent 
ef- 
ind 
nat 


de- 
ost 
ca- 
es. 
the 
ble 
1 is 
uce 
er- 











Taxes on Business Policies and Practices in Great Britain 227 


age annual revenue yield that the Board of Inland Revenue esti- 
mates would be produced by a tax on all capital gains at ordinary 
income rates. However, it should be noted that the Minority Report 
of the Royal Commission estimates a substantially greater yield.’* 

The British stamp tax is normally paid by the purchaser of se- 
curities, but the burden of the tax may fall on either the buyer or 
the seller or be shared between them, depending upon the condition 
of the securities market. Nothing is known as to the effects of stamp 
tax on market activity as distinguished from the effects of capital- 
gains taxation. Since the burden of the tax is heavier than the United 
States capital-gains tax where the profit margin is small, it might be 
expected that the volume of low-profit high-turnover securities spec- 
ulations would be less in Britain than in the United States. In the 
United States any increase in price which is greater than the amount 
of brokers’ commissions permits realization of a net-after-tax profit; 
in Britain no net profit can be realized until the price increases by 
the broker’s commission (which is not a deductible expense) plus 
slightly more than 2 per cent of cost. This fact coupled with the dis- 
tinctly less favorable British treatment of losses might tend to re- 
tard speculative market activity. On the other hand, the absence of 
capital-gains taxation as such would eliminate the so-called “locked- 
in” effect where there has been an increase in market prices beyond 
the 8.7 per cent to 25 per cent breaking points. It would be interesting 
to learn the effects of these factors upon patterns of activity in the 
securities market. 


B. DEPRECIABLE PROPERTIES IN GENERAL 


The British treatment of depreciable properties illustrates an- 
other major area in which the apparent freedom of capital gains from 
taxation differs from the reality. Where property is depreciable for 
tax purposes, the original cost is reduced for tax purposes by the 
amount of depreciation allowed or allowable, in much the same man- 
ner as under United States law. Upon the sale of a depreciated asset 
for more than its depreciated cost, any excess of the sales proceeds 
over the depreciated cost is taxed at ordinary income rates, provided 
the proceeds do not exceed original cost. If the sales proceeds exceed 
original cost, the excess is non-taxable capital gain. The principle 
applied is to tax the sales proceeds to the extent that they are tanta- 
mount to a recovery of prior depreciation and to treat only the bal- 
ance as capital gain. 


18. Board Memorandum, 7 January 1952, Cmd. 9474, Annexe, p, 448; Minority Re- 
port, p. 381, 
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Thus, if a depreciable asset is purchased at £1,000, depreciated to 
£400, and sold for £1,100, £600 of the proceeds is fully taxable and 
£100 is tax free. Since the effect of United States treatment in a com- 
parable situation is to exclude from income one-half the gain, the 
amount taxable in Britain is less than the amount taxable in the 
United States only where the sales proceeds exceed original cost by 
more than the amount by which original cost exceeds depreciated 
cost. For example, in the situation above described, the United 
States taxpayer would, in effect, include in taxable income only £350, 
that is, one-half the difference between his £400 depreciated cost and 
the £1,100 selling price; the British taxpayer would include £600, 
the difference between depreciated cost and original cost. The British 
taxpayer would include in income a lesser amount than would his 
United States counterpart only where the selling price exceeds 
£1,600, that is, where the selling price exceeds original cost by £600, 
which is the amount by which original cost exceeds depreciated cost. 

In the case of replacement of machinery and equipment the 
British taxpayer may elect to exclude from his income the taxable 
portion of his gain, in which event the depreciable basis for the new 
property is its cost less the amount of excluded income. The advan- 
tage of the election is one of timing only, as future depreciation de- 
ductions equal to the amount of the excluded income must be fore- 
gone in order to exclude that income from current taxation. There- 


fore, the existence of the election does not affect the comparison 
made above. 


C. DEPRECIABLE PROPERTIES—-BUILDINGS 


A building may be depreciated only if it is an “industrial building 
or structure.” Hotels, commercial buildings, apartment houses, and 
the like are not depreciable. The purchaser of a depreciable building 
may only depreciate original cost of the property and receives no de- 
preciation in respect of any excess of his purchase price over the 
original cost. Theoretically, this should produce approximately the 
same ultimate results to both parties as where the excess of the pur- 
chase price over original cost is taxable to the seller and depreciable 
by the buyer. In theory, the purchaser would pay an amount equal 
to the cost of a comparable new building (which would be fully de- 
preciable by him) less the present value of the additional deprecia- 
tion deductions from taxable income which he must forego in order 
to acquire the used building; the seller, instead of being taxed on the 
excess of his selling price over cost, will bear the burden of a price 
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reduction equal to the present value of the future depreciation de- 
ductions on that excess. Thus, except for the discount factor, both 
the buyer and the seller would be in the same position as though the 
capital gain were filly taxable and the purchase price were fully 
depreciable. Whether this is the result in practice remains open to 
question. 

While machinery and equipment are depreciable under the declin- 
ing balance method at rates determined on the basis of estimated 
useful life, industrial buildings and structures are depreciable only 
on the straight-line basis over a fifty-year period commencing with 
the property’s first use as an industrial building or structure. If a 
tenant erects a depreciable building on leased land and the building 
is to revert to the landlord on termination of the lease, the tenant is 
allowed depreciation at the rate of 2 per cent regardless of the dura- 
tion of the lease. Upon termination of the lease the tenant is, in 
effect, allowed a deduction for that portion of his cost which has not 
been recovered through depreciation. The depreciable cost to the 
landlord in such case is zero. This treatment is similar to that under 
United States law, except that the United States tenant recovers his 
cost ratably over the term of the lease whereas the British tenant 
must wait until termination of the lease to recover the excess of cost 
amortized on the basis of the lease term over cost depreciable on the 
basis of the life of the asset. 

The features of the depreciation system which I have described 
would seem to exert pressures toward a conservative capital replace- 
ment policy, pressures which are reinforced by a comparatively lib- 
eral tax attitude toward deductibility of repair and maintenance ex- 
penses. The denial of depreciation on non-industrial structures would 
seem to have a distorting effect on the relative availability of capital 
for investment in such assets as against investment in industrial 
properties, and upon the relative market values, rental values, or 
both, of the two types of properties. It seems clear that the effects of 
the absence of capital-gains tax as such can be evaluated only in the 
light of the correlative tax treatment of the wastage and replacement 
of fixed capital. 


V. Frxep-AssEt INVESTMENT AND REPLACEMENT 
A. INVESTMENT INCENTIVES IN GENERAL 


Superimposed upon the depreciation system is the system of initial 
allowances and investment allowances. Initial allowances are a form 
of accelerated depreciation whereby 10 per cent of the cost of an in- 
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dustrial building or structure and 20 per cent of the cost of machin- 
ery and equipment may be written off in addition to the first year’s 
annual depreciation thereon. The initial allowances reduce depreci- 
able cost, so that they operate purely as an acceleration of deprecia- 
tion. Investment allowances operate similarly to initial allowances 
but do not reduce depreciable cost. Consequently they represent a 
form of investment subsidy whereby more than 100 per cent of cost 
may be recovered through depreciation deductions. 

Since generally the two types of allowances have been granted in 
lieu of each other and since there have been a series of switches 
from one type to the other, as well as substantial changes in the 
amount of the allowances from time to time, a study of their effects 
relative to each other and to the basic depreciation system should 
shed light upon the value of such devices as a means of stimulating 
desired capital investments. Unfortunately no such study has been 
made, although Professor Sidney Davidson has provided an interest- 
ing theoretical analysis of the present values of tax savings under 
the various methods and their effects upon the profitability of fixed- 
asset investment, upon the supply of internal funds for such invest- 
ment, and upon the shortening of the “pay-out” period.’® In at- 
tempting to evaluate the effectiveness of these incentive devices, it 
should be noted that it is frequently claimed that investment allow- 
ances have fallen short of their mark because of the time lag that 
exists between the investment decision of a large corporation and the 
investment itself. Since investment allowances have been instituted 
on a temporary basis, it is claimed that they are largely disregarded 
in capital expenditure planning. If these claims are valid, they 
merely point to a defect in the incentive machinery rather than to a 
defect in principle. 


B. INVESTMENT INCENTIVES—-SCIENTIFIC RESEARCH 


In respect of capital expenditure for scientific research facilities 
depreciation provisions are especially liberal. Sixty per cent of the 
cost of qualifying facilities may be written off the first year and the 
balance over the succeeding four years. In addition, a 20 per cent in- 
vestment allowance is granted. Therefore, 80 per cent of cost may 
be claimed as a deduction in the first year and 10 per cent in each of 
the succeeding four years, a total of 120 per cent. Again no informa- 
tion is available as to the effect of these extremely liberal deprecia- 
tion provisions upon investment in qualifying scientific facilities. 


19. Sidney Davidson, “Depreciation, Income Taxes and Growth,” Accounting Re- 
search, July, 1957. 
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C. INVESTMENT INCENTIVES—SHIPS 


The investment allowances were suspended in 1956 in respect of 
all expenditures other than those for scientific research facilities, for 
ships, and for certain expenditures for the purpose of achieving 
fuel economy. Investment allowances in respect of ships have been 
particularly liberal and are now granted on the basis of 40 per cent 
of cost. Despite this liberality, it is claimed that depreciation reserves 
are inadequate to provide for replacement and that the burden of 
United Kingdom taxation has placed British shipping at a competi- 
tive disadvantage with foreign shipowners. 

It is understood that many ship operators have adopted the prac- 
tice of placing the ownership of ships in a corporation domesticated 
in a “flag of convenience” country, such as Liberia, Panama, or the 
Bahamas. The corporation then charters the ship to the British oper- 
ator at a fee sufficient to provide for replacement on what is con- 
sidered to be a realistic basis plus a profit. This permits the operator 
to accumulate depreciation on a replacement cost basis, free of 
British tax. The practice is rendered difficult by penal sanctions 
against formation of non-resident subsidiaries without Treasury 
consent and by the requirement that the management and control of 
a corporation be situated abroad in order for it to be free from tax 
as a non-resident. 

The extent of the use of this device is not known, and no mention 
was made of it in the testimony before the Royal Commission. The 
Chamber of Shipping has noted that the increase in merchant ton- 
nage under United Kingdom registry has not kept pace with the 
world tonnage and attributes the relative decline to the effects of 
taxation.”° It would be interesting to know whether the relative de- 
cline is an absolute one or is offset by an increase in foreign registry 
of ships of United Kingdom ownership. 


D. EROSION OF CAPITAL 


The question of the adequacy of tax-free depreciation reserves to 
meet replacement needs in an inflationary economy evoked more 
evidence and controversy before the Royal Commission than any 
other subject bearing upon the taxation of business. It would be 
presumptuous of me to attempt to evaluate for you the relative merits 
of depreciation on a historical cost and on a replacement cost basis. 
The economic principles and the fiscal policies involved would seem 
to be the same in Britain as in the United States, although differences 
20. 1956 Annual Report, Chamber of Shipping of the United Kingdom. 
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in the availability of investment capital in the two countries, of the 
impact of taxation, of the degree of inflation, and of the need for in- 
creased productive facilities may lend greater force to the arguments 
for use of replacement cost in Britain than here. 

I find it impossible to adduce from the welter of conflicting statis- 
tical analyses presented to the Commission and published in the 
economic journals any clear impression as to the adequacy or inade- 
quacy of depreciation actually allowed. The Board of Inland Rev- 
enue produced evidence to the effect that new investment in plant 
and machinery from 1939 to 1951 exceeded depreciation allowances 
by £679 million, but that the level of investment had been increased 
by £869 million.** They reached similar conclusions with respect to 
inventory replacement and found that from 1939 to 1951 industry 
required for fixed-asset replacement and expansion and for inventory 
increases only £100 million more than was available from its own 
internal resources. 

The Federation of British Industries, on the other hand, produced 
a case study of eighty companies which seemed to show that their 
capital had been eroded by their inability to maintain productive 
capacity out of internal funds.** This was countered by a case study 
of eighty other companies prepared by the Trade Unions Congress 
which seemed to show that these companies had had exactly the 
opposite experience. 

The statistical approach by the Board, even if accurate as to all 
the numerous assumptions that had to be made, disguises individual 
variations, as the Board noted. This appears to destroy much of the 
value of the analysis, since it provides little basis for the formulation 
of policy, which must take into account not only statistical averages 
but also the significance of individual experience. The studies made 
by the Federation of British Industries and the Trade Unions Con- 
gress merely highlight the existence of individual variations but are 
not sufficiently extensive to permit any conclusion as to the experi- 
ence of the majority of businesses in terms of either size or numbers. 
Even if it should be found that “most businesses” or “businesses in 
general,” however those terms are defined, are not confronted with 
serious capital erosion, it cannot be said that no serious problem 
exists. For if an important industry, or a significant segment of in- 
dustry, has been seriously affected by the claimed capital erosion, 

21. Board Memorandum No. 71, submitted to the Royal Commission. In estimating 
the change in the level of investment, prewar plant was revalued in terms of postwar 


pounds. 
22. Minutes of Evidence, 17th Day, p. 442. 
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the effects on the economy may be significant, even though industry 
on the ave ‘ge has experienced no difficulty. Yet, as stated by the 
Commission, “the right answer seems to be that no one seems to be 
in a position to say” what the real facts are. On such a vital question 
it is somewhat remarkable that the Commission was able to be com- 
placent merely because it was confused. 


E. DEPLETION 


The United Kingdom allows no depletion in respect of domestic 
mineral properties and allows only cost depletion in respect of over- 
seas mineral properties. The Ministry of Materials asserts that Brit- 
ish overseas mining investment has been on the decline since the 
war, whereas it was increasing steadily before the war.** The Over- 
seas Mining Association testified before the Royal Commission that 
not a single new overseas mining company directed from the United 
Kingdom had been registered between 1939 and 1954, whereas com- 
panies formerly operating abroad from the United Kingdom were 
“emigrating” (i.e., establishing a foreign residence) until legislation 
was introduced in 1951 to prevent such emigration.** These trends 
are said to be the result of the unfavorable British tax treatment 
which not only denies depletion comparable to that available to 
Canadian and American competitors but also cancels out the advan- 
tages of tax incentives extended by foreign governments due to the 
mechanism of the United Kingdom foreign tax credit, which is simi- 
lar to that of the United States. 

As in the case of the shipping industry, it is not clear whether 
overseas mining under British ownership has declined or whether 
there has merely been a decline in overseas mining companies resi- 
dent in Britain, with an offsetting increase in domestically owned 
non-resident companies. The latter tendency is evidenced by the 
fact that the British Overseas Mining Association estimates that 
from 1946 to 1952 about £245 million was raised in the London 
market for overseas mines directed from abroad and only about £15 
million was raised as capital for overseas mines directed from the 
United Kingdom.” The basis for these figures is not given, but it 
appears that they do not include increased investments in overseas 
minerals by private issues, such as those made by existing mining 
companies in their subsidiaries. 

It seems remarkable that those British mining companies which 


23. Document 64, submitted to the Royal Commission. 
24. Minutes of Evidence, June 2, 1954. 25. Ibid. 
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remained subject to the full burden of British taxation, either before 
or after the war, or both, have been able to survive in the face of the 
apparent competitive disadvantage imposed upon them by the liberal 
United States depletion allowances. The question remains as to the 
actual experience of the British overseas mining industry in the post- 
war world, as the protestations made by the industry have been more 
of an argumentative than of an analytical nature. If the British over- 
seas mining industry has been on the decline, can taxation be the sole 
or principal factor, considering that the tax treatment of overseas 
mining before the war was even less favorable than thereafter, Brit- 
ish tax rates were higher than United States rates in both periods, 
and percentage depletion has been allowed by the United States in 
both periods? Perhaps, as in so many areas in which tax factors are 
vitiated by other business realities, the influence of taxation has been 
less than one would expect or than has been attributed to it. 


VI. PrivATE CoMPANIES 


An inquiry into the effects of taxation on private companies raises 
some problems which differ in kind from those relating to public 
companies, particularly in the case of family or closely held enter- 
prises. Superimposed upon the basic tax system which I have earlier 
described are a number of provisions of the tax law designed to pre- 
vent the use of private companies for tax avoidance. The business 
economics of a relatively small, closely held corporation are, in many 
respects, different from those of a large, publicly held corporation. 
The affairs of the corporation and the personal affairs of its owners 
are generally more closely interrelated in the case of a private com- 
pany than in the case of a public one. 

The substantive elements in the tax planning of private companies 
are remarkably similar to those prevailing in the United States. Be- 
cause of the profits tax, “thin incorporation” of a private company 
is about as attractive in Britain as it is in the United States. The 
profits tax makes it desirable to pay corporate earnings to officer- 
shareholders in the form of compensation or expense allowances. 
Complete or partial exemption from profits tax of corporate earnings 
under £12,000 per annum, and several other factors which are de- 
termined on a company-by-company basis, encourage multiple 
corporate operation of several businesses under common ownership. 
Because of the surtax, corporate accumulation of earnings has its 
attractions. The absence of a capital-gains tax on securities transac- 
tions tends to motivate “stock bail-outs,” partial liquidations, and 








Taxes on Business Policies and Practices in Great Britain 235 


“stock sell-outs” for realization of accumulated profit. The loss car- 
ry-over provisions render attractive the purchase of companies with 
unabsorbed losses. The heavy death taxes raise problems of cash 
realization on the death of the principal owner. 

Utilization of private companies for tax avoidance is restricted by 
a number of provisions of the tax law, but erosion of the tax base by 
corporate manipulations for the substitution of non-taxable for tax- 
able income, for conversion of ordinary income into capital gain, for 
diversion of income from high-bracket to low-bracket taxpayers, 
etc., is chronic in England as in the United States. While the statu- 
tory antiavoidance sanctions are often more ominous than ours, a 
more formalistic judicial approach and a more leisurely legislative 
program of loophole-closing permit leakages which are not possible 
under our system. One writer has suggested, not without justifica- 
tion, that “existing definitions of taxable income have become in- 
creasingly ineffectual as a tax base” but that “public opinion is pre- 
pared to tolerate a situation in which extremely high nominal rates 
of taxation imposing heavy penalty on the unfortunate minority of 
taxpayers who have neither the opportunities nor the know-how to 
minimize its effect.”**° As in the United States, it appears that the 
opportunities for erosion of the tax base are least in the case of 
salary- or wage-earners and professional persons and greatest in the 
case of persons with capital resources or with incorporated business 
interests. The numerous techniques for tax minimization are the sub- 
ject for a separate paper—a very long one—and I cannot explore 
them here.?? 

This is not to say that the lot of the closely held corporation is an 
easy one, as it is claimed that the difficulties which beset private 
companies and their owners are such that the character of owner- 
ship and the structure of British industry are changing. The inter- 
action of profits tax, income tax, and death taxes is said to make it 
impossible either for a controlling shareholder to accumulate funds 
sufficient to pay death taxes or for his heirs to accumulate funds to 
repay any debt incurred to pay those taxes. The problem is aggra- 
vated by what is called the “assets method” for valuing the interest 
of a controlling shareholder for death-tax purposes: the entire assets, 
including goodwill, of the company are valued, liabilities are de- 
26. N. Kaldor, An Expenditure Tax (London: G. Allen and Unwin Ltd., 1955), chap. 
vin. 

27. See J. C. B. Gower, “The English Private Company,” Law and Contemporary 
Problems (1953), p. 535; M. Grundy, Tax Problems of the Family Company (London: 


Sweet & Maxwell, Ltd., 1956) ; D. R. Stanford, Tax Planning and the Family Company 
(London: Sweet & Maxwell, Ltd., 1957). 
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ducted, the net figure is apportioned among the various classes of 
outstanding securities, and the proportion allocable to the deceased’s 
interest is taken as the estate tax value. Since the net value of a com- 
pany’s assets is often substantially greater than the market value of 
its securities, the effect may be a severe increase in the taxable value 
of the estate. Even without this factor it would not be surprising if 
closely held corporations were destroyed by the death tax, as the 
effective rate of tax is 35 per cent at £50,000, 50 per cent at £100,- 
000, 70 per cent at £500,000, 80 per cent at £1 million. It must be 
emphasized that these percentages are effective average rates and 
not marginal rates. Apparently the saving factor here, as in the case 
of income tax, is what seems to be the guiding maxim of modern tax- 
ation—that the means of avoidance shall be increased in direct (if 
not geometric) proportion to the nominal burden.** Nevertheless, 
the burden remains high, although no one can say just how high, and 
the trend appears to be toward disappearance of the private com- 
pany through either liquidation or absorption by public companies. 
The trend is abetted by the fact that the exchange of a private com- 
pany’s shares for shares in a public company, or for cash, avoids the 
risks of the “assets method” of valuation, permits the ready con- 
version of accumulated earnings into cash capital gains, and makes 
available a source of funds for the payment of death taxes. An inter- 
esting outgrowth of this problem is the development of a number of 
companies which operate expressly for the purpose of investing in 
private companies while interfering with existing management as 
little as possible. 

It is not possible to determine the nature and extent of the changes 
produced by these various factors, as there has been no recent study 
of the incidence of death taxes or the effects of death taxes and re- 
lated factors upon the ownership and destinies of private business. 
The statistics as to the numbers of private companies, and the issued 
capital thereof, would not seem to indicate that private companies 
are about to disappear, but such figures give little indication as to 
the relative importance to the total economy of the activity of private 
companies, the directions into which those activities are channeled, 
etc. It would be interesting to know the extent to which management 
and ownership of British business are becoming separated and the 
relative importance of tax and other factors in shaping any discern- 
ible trend. Until recently the United Kingdom had no antitrust laws 


28. See G. S. A. Wheatcraft, “The Anti-Avoidance Provisions of the Law of Estate 
Duty in the United Kingdom,” National Tax Journal, March, 1957, p. 46, 
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comparable to those of the United States, so that a comparative 
study of developments toward concentration of industry in the two 
countries might provide useful insights into the effectiveness of such 
legislation. 


IX. CoNcLusIon 


These are some of the questions about British taxation a lawyer 
might suggest for further consideration by economists. There are 
many others. I ask them hesitantly, for I know that some of them 
may be answered only with difficulty, some of them cannot be an- 
swered on the basis of present knowledge, some of them are unan- 
swerable because of the inevitable imprecision of the behavioral sci- 
ences, and many are more readily debated than resolved. But I 
assume that in economics, as in law, there is joy in the quest. 





DIVIDEND UNDERREPORTING ON TAX RETURNS 


DANIEL M. HoLtLanp* 


New York University 
and 
National Bureau of Economic Research 


INTRODUCTION 


A MERE CATALOGUE of the various headings under which the re- 
sponses of individuals to high rates of corporate and personal income 
taxation might be analyzed would be larger than this paper. The 
briefest summary of all that has been conjectured on this same gen- 
eral problem would take up several volumes. Smaller would be the 
space required for a review of the established “facts.” It is this con- 
sideration that justifies our paper. For in a meager and modest way 
its findings fall in this latter category, with due recognition, of 
course, of the qualified nature of “facts” when discussing behavior. 
No analytical insights or play of powerful imagination will be set 
before you. Rather, I shall concentrate on the most direct and 
prosaic of responses to high tax rates, and even that in connection 
with a relatively small number of taxpayers. More specifically, this 
paper deals with the underreporting of dividends for tax purposes by 
examining the amount and, more particularly, the percentage of 
aggregate dividend receipts that cannot be accounted for on tax 
returns. It summarizes the evidence bearing on this matter with 
reference, initially, to two questions: (1) How important is the un- 
derreporting of dividends? (2) What has been the trend in dividend 
reporting on tax returns, i.e., has stockholders’ zeal in reporting their 
dividend receipts varied in response to changes in tax rates? 


DIVIDEND UNDERREPORTING IN A RECENT YEAR 


The National Income Accounts developed by the National Income 
Division of the Office of Business Economics of the Department of 


* This is a revised version of a paper, “The Underreporting of Dividends, an Example 
of Investor Reactions to High Income Taxes,” presented December 29, 1957, at the 
American Finance Association’s meeting on the Effects of Taxation. To Dr. Joseph 
Pechman, who was a discussant at that meeting, I am deeply indebted for his critical 
reading and fruitful suggestions. I have also been the beneficiary of C. Harry Kahn’s in- 
sight and Jack Silverman’s computational assistance. 

While this paper draws on materials developed in the course of research undertaken 
at the National Bureau of Economic Research, it is a purely personal statement. The 
paper and the data incorporated in it have not been subject to the National Bureau’s 
usual review process. 
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Commerce set a figure of just $9 billion for the dividend component 
of personal income in 1952.’ While this is an estimate, as are all the 
major items in these accounts, the dividend figure is considered to 
be quite accurate.” We start, therefore, by taking this estimate to be 
acorrect figure and comparing tax return data with it. 

How much of this $9 billion total can be found on personal income 
tax returns filed in that year? Or to phrase the question differently: 
How much of what individuals received in the way of dividends 
failed to show up on tax returns?* With the income tax a mass levy* 


TABLE 1 
DERIVATION OF DIVIDENDS NOT REPORTED ON TAX RETURNS, 1952 
Value 
(Dollars in 
Thousands) 

1. Dividends reported by individuals. . .. $5,859,624 
2. +Estimated dividends in “other income,” 1040. \ or W-2 returns...... 6,295 
3. + Dividends included in partnership income.................. 58 , 500 
4. +Dividends of fiduciaries (estates and trusts)............. cesceee «=, CRGES 
5. —Dividends on returns from Alaska and Hawaii. . 20,039 
6. Personal dividend receipts accounted for on tax returns .. . 7,554, 033 
7. Personal dividend receipts as estimated by NID..................... 9,000,000 
8. — Dividend receipts of mutual insurance companies : 103 , 800 
9. —Dividend receipts of non-profit organizations.................... 325,000 
10. —Dividend receipts of non-insured pension funds. 91,494 
11. —Taxes withheld on dividend payments to foreigners. 42,000 
12. NID total personal dividend enn adjusted for comparability with 

tax return data..... Rpg pda site he Mi mmeten eet y sacl gta: etn ty eae Ay Aa 8 437 ,006 
13. Dividend “gap” = (12) —(6) 882 ,973 
14. Relative dividend “gap” =(13)+(12) a 10.5% 


and with dividends more concentrated in their distribution than any 
other income type, the a priori judgment would be that almost all of 
it could be traced to tax returns. We can, with appropriate adjust- 
ments summarized in Table 1, go beyond this a priori judgment and 


1. We use 1952 in preference to 1953, because, with no data tabulated for fiduciaries 
in this latter year, the 1953 estimate of tax return dividends is more conjectural. 

2. Thus Selma Goldsmith in discussing the Commerce data holds that “the extent of 
error is relatively small for the important items of government transfer payments and 
dividends.” Selma Goldsmith, “Relation of Census Income Distribution Statistics to 
Other Income Data,” in Appraisal of the 1950 Census Income Data, “Studies in Income 
and Wealth,” Vol. 23 (Princeton, N.J.: Princeton University Press for the National 
Bureau of Economic Research, in press). 


3. The language here is purposely ambiguous. As will be clarified below, we do not 
mean by this the amount that should have been reported but was not. This latter re- 
quires one additional step. 


4. About 144,000,000 persons, around 91 per cent of the population, are represented 
tither as filers or dependents on the returns filed in 1952. See Statistics of Income for 
1952, Part 1, p. 36, for total exemptions (other than for age and blindness). The country- 
wide population total is an average of the July 1, 1952, and 1953 values from the 
Statistical Abstract (1957), p. 5. 
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compare the tax return and national income account dividend totals, 
(A detailed statement of our procedures is appended to this paper.) 

Start with dividends received and reported as such by individuals 
on tax returns. Then add the small amount of dividends tabulated 
under “other income” on Form 1040A returns, the dividends in- 
cluded in partnership income, dividends reported by estates and 
trusts (fiduciaries), and take out the dividends reported from 
Alaska and Hawaii (since the Commerce figure is for the continental 
United States) to reach a figure of $7.6 billion of dividends ac- 
counted for on personal income tax returns (line 6). Next, adjust the 
national income accounts dividend total for comparability with tax 
returns.® In these accounts a number of institutions and non-persons 
not subject to the personal income tax are put in the “personal” sec- 
tor. Their dividend receipts must be taken out for comparability 
with the tax return figure. Hence the deduction of dividend receipts 
of mutual insurance companies, non-profit organizations, and corpo- 
rate non-insured pension funds (lines 8 through 10). Also we sub- 
tract the taxes withheld on dividend payments to foreigners and end 
up with a figure of $8.4 billion (line 12) for the Office of Business 
Economics estimate of personal dividend receipts adjusted for com- 
parability with tax return data. It may also be considered the maxi- 
mum amount that could be expected to show up on tax returns had 
there been no dividend recipients with income so low that they were 
not required to file returns.*® Subtractions of dividends accounted for 
on tax returns (line 6) from aggregate dividends adjusted for com- 
parability with tax returns (line 12) furnishes the dividend “gap” 
(line 13). In 1952 the dividend gap came to about $900 million or 
about 10.5 per cent of the maximum that might have been reported. 

But the gap is not solely a measure of dishonesty or evasion in the 
reporting of dividends. For in addition to (1) those dividends that 
should have been reported but were not, it also, as presently defined, 
encompasses (2) the dividend receipts of those persons who, because 
their adjusted gross income was below the filing requirement of $600, 
did not have to report for tax purposes. Failure to report when the 
tax law calls for reporting, i.e., category (1), we call underreporting. 
How large the category (2) dividends total was it is not possible to 
determine with any precision. But there are several considerations 
that suggest it was quite small, something on the order of $100 to 

5. These adjustments, in general, follow procedures developed by Selma Goldsmith. 


See her “Appraisal of Basic Data for Constructing Income Size Distributions,” Part VI 
“Studies in Income and Wealth,” Vol. 13 (National Bureau of Economic Research, 1951). 


6. In 1952 this would be the case if no dividend recipients had less than $600 of ad- 
justed gross income. 
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$200 million, of which almost $50 million was reported anyway, 
presumably by those who filed for refund or were subject to self- 
employment tax only. 

In the first place it should be noted that our procedure in arriving 
at the gap takes account of some dividends that did not have to be 
reported. We included in the accounted-for total all the dividends 
reported on the returns of taxable and non-taxable fiduciaries. To 
the extent that their distributions, over half of which came out of 
their dividend receipts, went to persons with adjusted gross incomes 
under $600, some of the category 2 dividends are already reckoned 
in the total traceable to tax returns.’ Secondly some persons with 
adjusted gross income under $600 did file either to get a refund be- 
cause taxes were withheld for the time they did work or for other 
reasons. Dividends reported on such returns came to $44 million. 
On one basis of reckoning, this is virtually as much as persons with 
adjusted gross income of under $600 received.* But this judgment is 
based on data that could very well understate the amount of divi- 
dends going to those with adjusted gross incomes rather than money 
income of under $600. 

Yet other shreds of evidence, too, suggest a small amount of divi- 
dends going to those not required to file. Suppose we say very loosely 
that if we take as our cut-off point $1,500 of family money income, 
we are likely to include all those with adjusted gross incomes of un- 
der $600 (except those in this position because they are recipients of 
trust income, the trust being so designed to keep them non-taxable, 
for these people, as explained earlier, are already included in our 
“accounted-for” dividend total). Then the data of the 1950 BLS in- 
come study, tabulated by the Wharton School, suggest something 
like $180 million of dividend receipts going to those with adjusted 
gross income under $600.” Similar ranges of values follow from Ray- 

7. A conceptually more appropriate procedure than including all of the dividends re- 
ported by taxable and non-taxable fiduciaries in the total accounted for by tax returns 
would have been to estimate the dividend component of individuals’ income from estates 
and trusts and the dividend component of income retained by taxable fiduciaries. See, 
for example, Daniel M. Holland and C. Harry Kahn, “Comparison of Personal and 
Taxable Income,” in Federal Tax Policy for Economic Growth and Stability, Papers 
Submitted by Panelists Appearing before the Subcommittee on Tax Policy, Joint Com- 
mittee on the Economic Report (Washington: Government Printing Office, 1955), p. 336. 
This would recognize the fact that probably some of the individuals’ income from estates 
and trusts, in major part coming from the dividend receipts of these entities, is not re- 
ported for tax purposes. But this would have made it necessary to estimate the amount 
of fiduciary payments to non-taxable organizations. And this is extremely difficult to do. 


So our measures of the “gap” can be taken, on this score at least, to have a conservative 
downward bias. 


8. Holland and Kahn, ibid., p. 336, n. 5. 


9. Blowing up the BLS-Wharton School data of Vol. XI of their study gives about 
1.6 per cent of total personal dividends in the under $1,500 family income groups. The 
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mond Goldsmith’s estimates from the Survey Research Center’s 
Survey of Consumer Finances Data.*® Also the results reported below 
on the gap over time particularly for 1941 suggest a very small 
amount of dividends going to those not required to file because of in- 
comes below the minimum filing requirements. 

We conclude, then, that in 1952 probably something like three- 
quarters of a billion of dividends that should have been reported on 
tax returns were not.’ But this finding, while relevant, does not focus 
directly on our main interest—the effect of high tax rates. To discuss 
this problem we need more than one year’s data. We have to follow 
the degree of dividend underreporting over a period long enough to 
encompass sharp variations in tax rates. 

But before we turn to this, it is convenient to digress for a moment 
to place the dividend gap in perspective by comparing dividends 
with other types of income receipts in this respect. One set of esti- 
mates places the gap in 1952 at 5 per cent for wages and salaries, 30 
per cent for entrepreneurial income (income from private proprietor- 
ships and partnerships), and 61 per cent for interest.’* Another 
source provides generally similar orders of magnitude—4 per cent 
for wages and salaries, 28 per cent for entrepreneurial income, and 
64 per cent for interest.’® 

Thus, dividends are exceeded only by wages and salaries with 
respect to the degree to which country-wide totals can be traced to 
tax returns. Withholding of tax liability in connection with wage and 


relevant total to match this against is about $6.8 billion. Hence about $180 million of 
dividends to this group. 


10. Raymond Goldsmith’s estimates from the SRC data for stockholdings as of early 
1950 for income classes as of 1949 show just over 2 per cent of total personal stock- 
holdings by value in the income group under $2,000. This would indicate an even lower 
amount of dividends going to those not required to file than that just cited. See Ray- 
mond W. Goldsmith, A Study of Savings in the United States, III, 122. 


11. To go from this figure to the amount of dividends directly related to revenue loss, 
however, requires some additional adjustments. As far as tax revenue was concerned, 
some of this underreporting represented a venial sin in the sense that some taxpayers who 
were required to report their dividends but failed to do so would not have been taxed on 
them because their exemptions and deductions exceeded their adjusted gross income. 
Moreover, some dividends were unearthed by audit and called to account at a later date 
by the Internal Revenue Service. More will be said about this later. 


12. Holland and Kahn, op. cit., p. 320. 


13. Selma Goldsmith, “Relation of Census Income Distribution Statistics to Other 
Income Data.” 

While Holland and Kahn’s procedures are modeled after Goldsmith’s for earlier years, 
there are some differences in concept and data. In general Goldsmith’s estimates are more 
accurate, but it is apparent that the differences between the two are not great. While 
estimates of this sort are subject to a wide variety of possible errors, there can be little 
doubt that there are significant differences in the degree to which the various types of 
income are reported for tax purposes. 
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salary payments helps to explain the high ratio of tax return cover- 
age of this income source. In view of the fact that the distribution of 
dividends is decidedly more concentrated than that of any other type 
of income (except capital gains), their relatively high degree of tax 
return coverage is not surprising. Rather, the surprising thing is that 
the dividend coverage ratio falls so much below the wages and sal- 
aries figure. 

Now to return to our main interest—Have there been any varia- 
tions in the degree to which dividends have been reported on tax 
returns that can reasonably be associated with variations in tax 
rates? 

THE GAP OVER TIME 


Calculations similar to those just described for 1952 were made 
for all the years 1936 through 1953, and the results are reproduced 
in Table 2 and plotted on Figure 1. They permit us to examine 
trends in the size and relative importance of the gap. 


TABLE 2 
THE DIVIDEND Gap, 1936-55 


Per CENT OF 


AssuMPTION A* AssuMPTION Bt TotaL ADJUSTED 

Absolute Absolute Gross INcoME 

(in Mil Relative} (in Mil- Relativet REPORTED ON 

YEAR lions) (Per Cent) lions) (Per Cent) ax Returns§ 
1936 $ 375 8.5 37 
1937. 465 10.2 39 
1938 227 7.4 38 
1939. 351 9.6 40 
1940. . 93 2.4 $104 57 
1941 —5 —0.1 —37 —0.9 75 
1942 281 6.8 443 10.8 81 
1943 545 12.7 660 15.3 84 
1944 568 12.7 747 16.7 85 
1945 564 12.6 564 12.5 86 
1946 711 12.9 736 .0 &7 
1947 624 10.1 713 11.5 88 
1948 500 ye 672 9.8 89 
1949. 402 5.7 581 8.2 88 
1950. 797 9.2 919 10.6 °1 
1951 792 9.3 942 11.0 90 
1952. . 883 10.5 92 
1953. . 1,122 12.9 90 

Nore: The gap—which is the difference between total dividend receipts (adjusted for comparability with 


tax returns) and dividends accounted for on tax returns—includes those dividends not reported because the 
recipients’ income was below the filing requirements, and those that should have been reported but were not. 
The gap, therefore, should not be considered a measure of the extent of dishonesty or memory lapse in the re- 
porting of dividends. See text for a suggestion as to how large this latter total might run. 
_ .* Dividends of fiduciaries (estates and trusts) estimated on basis of ratio of such dividends to total personal 
dividends in 1939 and 1952 
__.} Dividends of fiduciaries estimated for 1940-51 on basis of ratio of dividends of taxable fiduciaries to 
dividends of all fiduciaries in 1939 and 1952. 
t The absolute gap as a percentage of total dividend receipts (adjusted for comparability with tax returns). 
§ Estimates supplied by Dr. C. Harry Kahn, National Bureau of Economic Research. 
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Although this gap is a residual made up both of dividends that 
should have been reported but were not and dividends that went to 
taxpayers below the filing requirement, and although it is not pos- 
sible to do more than suggest the relative size of these two com- 
ponents, the data permit inferences concerning stockholders’ re- 
sponses to changes in tax rates. Thus, for example, if between two 
years the income above which filing was required was lowered or 
remained unchanged and the gap (more particularly in relative 
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Fic. 1.—Relative dividend “gap,” 1936-53 


terms) rose, this can be taken to indicate an increase in purposeful 
underreporting. For, other things equal, the gap should have de- 
clined. The same inference can be drawn if, with exemptions and 
filing requirements unchanged, incomes increase and the gap remains 
relatively as large or increases.'* But such inferences should be drawn 
with due regard to the range of error that characterizes our esti- 
mates. Any pronounced changes shown up by the data are probably 

14. Assuming in both this and the previous statement that there were no startling 
changes from year to year in the way stock ownership and dividend receipts are divided 
within the family unit. Division via trusts to minimize tax liability are taken account of 


in our calculations by the inclusion of total dividend receipts of taxable and non-taxable 
fiduciaries. 
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“real.” On the other hand, the data will not support refined argu- 
ments based on relatively slight differences. In what follows, there- 
fore, we will be concerned only with sharp and clear differences; 
small variations that cannot be dissociated from the imprecision of 
the estimates are neglected. To be more specific, with reference to 
Table 2, the difference between 1950 and 1951 is probably not sig- 
nificant; the difference between 1941 and 1942 very likely is. 

Just a word of explanation about the two estimates of the gap that 
appear in this table. The fact of two sets of figures comes from my 
good fortune in having Dr. Joseph Pechman’s criticisms. The only 
difference between the two series of figures lies in the estimate for the 
dividends of fiduciaries (estates and trusts )for 1940-51. My initial 
estimates were based on Assumption B. Dr. Pechman pointed out 
some inconsistencies between them and other data, particularly for 
1942 and 1943, and suggested what is here called Assumption A. 
There is no real way of establishing which is more correct. The 
Assumption A values appear more reasonable on the whole, and I 
shall use them in this discussion. In any event the differences be- 
tween the two estimates concern levels and not pattern of movement 
over time, as can be confirmed by glancing at the table or the chart 
based on it. 

But the first and, it should be noted, the most firmly based of our 
findings rests on data not incorporating either of the estimates just 
discussed. For in both 1939 and 1952, the years to be used in estab- 
lishing this finding, the dividends of all fiduciaries (both taxable and 
non-taxable) were tabulated. 

Compare these two years first in terms of the scope and coverage 
of the personal income tax. In 1939 filing requirements were $2,500 
or $1,000 of net income for married or single taxpayers respectively, 
or $5,000 of gross income regardless of net; less than 8,000,000 re- 
turns (both individual and fiduciary) were filed; and about 40 per 
cent of total adjusted gross income was reported in tax returns.”* In 
1952 filing requirements were $600 of adjusted gross income 
(whether married or single); just under 57,000,000 returns were 
filed and about 92 per cent of total adjusted gross income was re- 
ported on tax returns.’*® Now compare 1939 and 1952 in terms of 
the coverage of dividends on tax returns. In 1939 the dividend gap 

15. Filing requirements and number of returns from Statistics of Income for 1939, 


Part 1, pp. 298, 82 and 211. Adjusted gross income percentage estimated by C. Harry 
Kahn of the National Bureau of Economic Research. 


16. Filing requirements and number of returns from Statistics of Income for 1952, 
Part 1, pp. 89, 18 and 70. Adjusted gross income percentage estimated by C. Harry Kahn. 
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came to $351 million or 9.6 per cent of total dividends adjusted for 
comparability with tax returns; in 1952 the gap was $883 million or 
10.5 per cent. 

The comparison of these two years on the score of the tax system’s 
scope and coverage suggest, other things unchanged, that there 
should have been a noticeable fall in the gap, particularly when 
measured relative to total dividend receipts. The comparison of the 
gap for these two years, however, indicates that other things were 
not equal. That the gap increased almost twofold in absolute terms 
and even slightly in relative terms at the same time that the coverage 
and scope of the tax system were greatly extended can only mean that 


TABLE 3 
EFFECTIVE RATES OF INDIVIDUAL INCOME TAX FOR A MARRIED PERSON WITH 
TWO DEPENDENTS AND A SINGLE PERSON, AT SELECTED LEVELS 
OF NET INCOME, 1936-53 


Net 1936 1944 1946 1948 1952 
Income through and and and and 
Level 1939 1940 1941 1942 1943 1945 1947 1949 1950 1951 1953 

Married—Two Dependents 
$ 3,000. 1.9 6.4 8.9 9.2 6.3 3.3 3.5 4.1 4.4 
5,000. 1.0 1.5 5.4 11.8 14.6 15.1 11.8 8.6 9.0 10.6 11.5 
10,000.. 3.4 4.4 11.2 19.1 22.1 22.5 18.6 13.6 14.2 16.2 17.7 
50, 000.. 17.2 27.5 39.9 49.7 52.8 53.7 48.2 33.2 34.3 38.5 42.2 
100,000. 32.0 42.9 52.2 63.5 67.8 68.6 62.3 45.6 47.2 52.6 56.0 
500 , 000. 60.7 65.9 68.9 82.7 88.0 88.6 81.3 71.7 73.9 80.7 82.2 
Single Person—No Dependents 

$ 3,000. 2.3 2.8 7.4 15.7 19.1 19.5 16.2 13.6 14.3 16.6 18.1 
5,000. 2.8 3.4 9.7 18.4 22.1 22.1 18.4 16.2 16.9 19.3 21.0 
10,000. 5.6 6.9 14.9 23.9 27.8 27.6 23.5 21.2 22.0 24.9 27.2 
50,000. 18.7 29.4 41.8 51.6 56.1 55.9 50.3 46.4 58.0 63.5 56.9 
100 ,000. 33.0 44.3 53.2 64.6 69.7 69.9 63.5 58.0 60.8 67.3 69.7 
500 ,000. 61.0 66.2 69.1 82.9 88.4 88.9 81.6 77.0 79.2 86.0 87.2 


Source: The Federal Revenue System: Facts and Problems (Materials Assembled for the Subcommittee on 
Tax Policy, Joint Committee on the Economic Report, 1956), p. 151. 


something must have changed. More specifically, it is hard to resist 
the conclusion that the zeal with which people reported thair divi- 
dend income declined markedly between 1939 and 1952. A ready 
explanation for a decline in reporting zeal lies in the change in tax 
rates over this period as summarized in Table 3. Clearly they were 
very much higher in 1952 than in 1939 at every income level. At the 
lower incomes the proportionate increase was obviously manifold. 
At the higher income levels the severity of the rise may more appro- 
priately be judged by the percentage decrease in income after tax 
(see Table 4). 

Persons on the margin of doubt as to whether to report dividends 
or not could be more directly influenced by marginal rates. But they 
in general tell much the same story. For example, using a married 
man with two dependents for illustrative purposes: At the margin, 
failing to report a dollar of dividend receipts at the $5,000 net in- 





cor 
19: 
res 
wh 
dit 
pre 
an 
ral 
fol 


i ee ee ee ee ee 


for 
n Or 


m’s 
nere 
hen 

the 
vere 
rms 
rage 
that 


1952 


1953 


82.2 


18.1 











Dividend Underreporting on Tax Returns 247 


come level would have saved 4 cents in 1939, but over 22 cents in 
1952; at $10,000 the tax saving would have been 9 and 25 cents 
respectively; at $50,000 they would have come to 31 and 66 cents; 
while at $500,000 the tax advantage of not reporting a dollar of 
dividends was 62 cents in 1939 and 92 cents in 1952. Even more 
pronounced at most income levels are the differences between 1939 
and 1952 rates for separate returns. (It should be noted also that 
rates were considerably lower in 1952 than they were in the middle 
forties, especially for those who filed joint returns.) 


TABLE 4 


PERCENTAGE INCREASE IN EFFECTIVE RATES AND 
PERCENTAGE DECLINE IN INCOME AFTER TAX AT 
SELECTED NET INCOME LEVELS, BETWEEN 1939 


AND 1952 
Net Percentage Percentage 
Income Level Increase in Decrease in 
(Thousands) Effective Rates Income after Tax 
Married—Two Dependents 
3 . 4 
5 1,050 11 
10 421 15 
50 145 30 
100 75 35 
500 35 55 
Single—No Dependents 
3 ; 687 16 
| 650 19 
386 23 
50 nie 204 47 
100 , 111 55 
500 i» 43 67 


* No tax in 1939. 


In my judgment, this evidence on the dividend gap for 1939 and 
1952 suggests very strongly that one response to high tax rates has 
been a tendency for stockholders to fail to report a growing propor- 
tion of their dividend income.’* Yet stockholders should not be 


17. One rational response to increased tax rates would be the splitting up of stock 
ownership and dividend income within the family unit to minimize tax liability. This 
could be done by gving stock to minors or to a spouse. The tax advantage of arrange- 
ments that change stock ownership from husband to wife or vice versa was substantially 
removed by the introduction of income-splitting in 1948. It is not likely that, to get a 
relatively small amount of dividends down to non-taxable level, the advantages of in- 
come-splitting would be foregone. (What happened between 1947 and 1948 suggests that 
prior to general income-splitting this was probably not a quantitatively important prac- 
tice. For while the number of returns reporting dividends fell between these years by 
about 120,000, the increase of $676 million between 1947 and 1948 in dividends reported 
as such on tax returns in relation to the $737 million increase in total personal dividends 
is not very much different from the $621 million increase in dividends reported on tax 
returns in the immediately preceding period, i.e., between 1946 and 1947, in relation to 
the $737 million growth in total personal dividend payments over this period.) There- 
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singled out on this score. We concentrate on them because they are 
what this paper happens to be concerned with. But undoubtedly 
purposeful underreporting also increased for the other sources of 
income (except perhaps, wages and salaries, since the tax liability 
associated with them is withheld), although preliminary estimates 
suggest that measures of the relative gap for most other types of 
income would probably show a decline between 1939 and 1952—a 
decline, however, probably smaller than is consistent with the sharp 
expansion of the tax system’s coverage. 

Now back to the dividend gap. Can we go beyond the general 
point, based on a comparison of the data for 1939 and 1952, that un- 
derreporting seems to be greater when tax rates are higher? Can we 
find this response—an assoviation between underreporting ratios 
and variations in tax rates—for smaller, contiguous periods? I think 
the answer is yes, but this conclusion, for reasons to be explained, is 
probably not as firm as the more general observation relating to 
1939 and 1952. 

In 1936, the initial year of our period, about $4.4 billion of divi- 
dends could as a maximum have been expected to show up on tax 
returns. Actually somewhat over $4 billion did show up on the tax 
returns filed in that year. So close to $400 million of dividends, some 
8.5 per cent of the total that might have been reported could not be 
accounted for on tax returns. Filing requirements in 1936 were set at 
$2,500 of net income for married persons and $1,000 for single tax- 
payers. Most income recipients fell well below these limits. Thus ad- 
justed gross income on tax returns came to only 37 per cent of total 
adjusted gross income. That well over 90 per cent of dividends could 
be traced to tax returns was due to the sharply concentrated distri- 
bution of dividend receipts. 

Over the next several years through 1939 the income tax remained 
a minority levy, skimming only the cream of income recipients, and 
the non-reported percentage for dividends stayed at substantially its 
1936 level. But starting with 1940 and in the space of only a few 


fore we can infer that transfer of stock ownership (and, hence, dividends) between 
married partners may have put some dividends into lower tax brackets, but freed a rela- 
tively small amount of dividends from the necessity of having to be reported. As regards 
gifts to minors, over the span of years under discussion here this had to be effectuated 
via a trust arrangement. To the extent that such trusts were set up, their dividend re- 
ceipts are included in our estimates via dividends of fiduciaries. (Parenthetically it may 
be noted that very recent legislation, starting in 1954, has simplified this procedure, and 
currently in forty states transfer of stock to minors is permitted without the necessity 
of setting up a trust.) Another possibility, giving stocks to charities and foundations, 
if availed of, would show up in our estimates in the dividend receipts of non-profit 
organizations, 
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years, exemptions and filing requirements were lowered sharply, in- 
come rose, and the tax became a mass levy. Thus the percentage that 
tax return adjusted gross income comprised of total adjusted gross 
income rose from 40 in 1939 to 81 by 1942.'* Evidencing this in- 
creased scope of the income tax, we find the percentage of dividends 
not traceable to tax returns declining by three-quarters between 1939 
and 1940 (from 9.6 to 2.4 per cent). And we find again a drop in this 
percentage to just about zero by 1941. In absolute terms, too, of 
course, dividends not reported on tax returns underwent a very pro- 
nounced decline, from 1939’s $350 million to 1941’s slightly nega- 
tive amount. This latter is a very low figure, although not as remark- 
able as it may seem. In view of the general lack of precision of our 
estimates, it should be taken to indicate no more than that dividend 
receipts not traceable to tax returns came to a very small total. In a 
sense 1941’s results constitute a rock-bottom figure for the gap, the 
coverage of dividends on tax returns being so high that one would 
not expect a decrease in the gap despite the further lowering of filing 
requirements and the upward movement of incomes, both of which 
led to a higher fraction of the population and its income receipts 
coming under the personal income tax. Nor would it be surprising, 
given the roughness of our estimates, if the gap should increase slightly 
under these conditions. 

But it did not remain substantially unchanged. On the contrary 
the amount and relative degree of non-coverage on tax returns in- 
creased substantially in 1942 and again in 1943. Compared with a 
dividend gap of close to zero in 1941, there was a gap of almost $300 
million in 1942, and well over $500 million in 1943. In relative 
terms, in sharp contrast with a gap of about zero in 1941, the non- 
reported percentage was almost 7 in 1942, and nearly 13 in 1943. 
This does not square with the following evidence: 

Between 1941 and 1942, the number of returns filed increased by 
11,000,000; between 1942 and 1943 there was an additional 7,000,- 
000 increase in the number of returns. (This is as convenient a place 
as any to note that all the data for 1942 and 1943 are as tabulated in 
Statistics of Income, rather than on a basis adjusted for the institu- 
tion of withholding. But this does not affect their relevance for our 
purpose. ) 

Some of this rise in dividends not reported can be explained by the 
special tax provisions for military personnel, but on any reasonable 


18. Returns filed were 7.7 million in 1939 and 36.7 million in 1942. 
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estimate this could account for only a small part of the increase.” 
Nor is it realistic to expect that much of this increase in the gap can 
be explained by a sudden sharp increase in intra-family shuffling of 
stock ownership to minimize tax liability.°° Between 1941 and 1943 
the rate increases were severe and concentrated, of course, in a short 
span of years.** Apparently more taxpayers were pushed below the 
margin of honesty as it became more profitable not to report divi- 
dend receipts (as well as other sources of income). But this should 
not be viewed as a purely mechanical response. In part it is perhaps 
due to the shock effect not so much of high rates alone but also to 
their speedy rise in a short period of time. Also the increase in the 


19. An extra annual $1,500 exclusion of military pay was established for the armed 
forces starting in 1943 (in 1942 an exclusion of $250 if single and $300 if married was 
permitted non-commissioned personnel), and those serving abroad were permitted begin- 
ning in 1941 to defer filing until six months after their return to the United States. (This 
privilege expired June 15, 1948. See Statistics of Income for 1945, Part 1, p. 219.) But itis 
doubtful whether this could explain much of the decline in dividend reporting. One rough 
idea of the relevant order of magnitude is the following: 

In late 1951 or early 1952 when there were 1,800,000 employees on average in the 
armed forces it has been estimated that members of the armed forces “who are members 
of family groups” constituted three-tenths of 1 per cent of the total number of individ- 
ual share owners (Lewis H. Kimmel, Share Ownership in the United States [Washington: 
The Brookings Institution, 1952], p. 98). Raise this to four-tenths of 1 per cent to take 
account of those not members of family groups, and assume it applies to dividend receipts 
from both public and privately owned corporations as well as to stock ownership. Assume 
further that this same percentage ruled in 1941 when the average number in the armed 
forces was roughly comparable, and finally assume that new accretions to the ranks of 
the military over the years 1942 and 1943 received dividends to an amount 50 per cent 
higher than those in the armed forces in 1941 and that none of these additions filed 
tax returns. (All of these assumptions are in the direction of overstating the amount of 
dividends legitimately not reported by members of the armed forces. This last one for 
example implies they were all serving abroad.) 

Then we can attribute about 1 point of the close to 7 point rise in the non-reported 
percentage between 1941 and 1942 to dividends of members of the armed forces and be- 
tween 1.5 and 2 points of the 6 point rise between 1942 and 1943 to this same factor. 
Thus, correcting for the armed forces (and really under the assumptions made there is 
an overcorrection), 1942’s percentage for dividends not reported would read 5.8 and 
1943’s about 11. These are still very different from 1941’s. 


20. To the extent that this took the form of trust arrangements they are already in- 
cluded in our figures. Moreover, as regards other ways of arranging stockholdings, they 
probably were availed of earlier, since tax rates were by no means negligible prior to 
1942. Moreover, much of the reshuffling to minimize taxes involved not taking dividend 
receipts out of the tax return population, but pushing them lower down the marginal 
rate schedule. That such had been the case is suggested by a comparison of the data im- 
mediately before and just after the introduction of mandatory income-splitting for 
married persons in 1948 as noted in an earlier footnote. 


21. Two factors are involved in the problem under discussion here. With everything 
else unchanged, an extension of the tax system’s coverage would tend to close the gap, 
but an increase in rates would tend to open it by increasing the tax-saving associated 
with underreporting. Thus, apparently, the increased scope of the tax system brought in 
more dividends between 1940 and 1941 than the rise in rates between those two years 
squeezed out. But by 1941 most of the tax base expansion had taken place; yet in the 
years that followed rates were raised further. 
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gap over this period may, in part at least, simply be one expression 
of the lower standard of conduct that characterized the war years. 

Yet after the war was over, dividend reporting did not revert to 
anything like its prewar level. Compare the results in 1941 or 1940 
with those for 1946. In 1940, for example, with the income tax cover- 
ing less than three-fifths of the income received by persons, over 97 
per cent of all dividends showed up on tax returns, while in 1946, 
just over 87 per cent could be so traced, although almost 90 per cent 
of all income was covered by the tax structure. Or go back further, 
say to 1936, when the income tax was still a select levy. In that year 
the gap constituted 8.5 per cent of total dividends, although only 
little more than a third of the community’s income was called to 
account for tax purposes. This contrasts very strongly with the ex- 
perience ten years later—a gap of 13 per cent. 

Effective tax rates at given incomes reached a peak in 1944-45. 
Over the next four years, increases in exemptions, the lowering of 
rate schedules, and, most significantly for married persons, the intro- 
duction of income-splitting (in 1948), all led to a decline in effective 
rates. This decline was substantial; for married couples, at least, at 
most income levels, by 1948 legislated effective rates were some- 
where between their 1941 and 1942 values; for separate returns the 
decline was not as pronounced. (Of course, to the extent that their 
incomes increased, taxpayers were subject to higher effective rates 
than a comparison of legislated rates at a given income level would 
indicate.) Along with this decline in effective rates we find the fol- 
lowing behavior of the dividend gap: in absolute amount it fell some- 
what, from almost $700 million in 1946 to just over $400 million in 
1949. With the aggregate flow of dividend payments increasing over 
time, this meant a sharper decline in the relative importance of the 
gap, the values in these two years being just under 13 and under 6 
per cent respectively.”* 

Thus it appears, especially if we focus on the relative size of the 
gap, that the response to tax rates is symmetrical; just as under- 
reporting increased as rates rose, it declined when tax rates fell. But 
the vigor of the two types of responses appears decidedly different. 
The gap remained relatively much larger than in 1940 or 1941, and 
of about the same order of magnitude absolutely as in 1936. Starting 
with 1950, our data show an annual increase in the absolute amount 
of underreporting to something on the order of $1.1 billion by 1953 


22. The decline over this period is all the more noteworthy because the increase in ex- 
emptions and filing requirements from 500 of adjusted gross income to $600 in 1948, 
should, as we measure it, have led, ither things equal, to a rise in the gap. 











252 The Journal of Finance 


and a rise in its relative importance. Since, beginning in the last 
several months of 1950, rates went up over this period, this suggests 
a response once again to increased tax rates. 

Finally, a reiteration of the need for caution in interpreting these 
data. We have sketched what appears to be a fairly clear response of 
a symmetrical sort to variations in tax rates. As tax rates rose, so did 
underreporting; as tax rates fell, the gap did also. But this conclu- 
sion can be put forward only in the most qualified fashion. There is 
no certainty that the actual fiduciary dividends figure lies between 
the A and B estimates. For many of the years covered in our survey 
the findings would not be very different even if the dividends of 
estates and trusts should fall outside these estimated values. But an 
important point in our argument: the changes between 1940 and 
1943 could conceivably be affected on this score as well as because 
of the deferral of filing for military personnel overseas and the spe- 
cial exclusions of some portion of military pay—$1,500 in 1943 and 
years following, less in 1942. Joseph Pechman, who read and criti- 
cized an earlier draft of this paper, feels that if we somehow could 
take account of these factors, the gyrations between 1940 and 1943 
would be severely toned down, perhaps to the point where the jagged 
part of the chart (1940-43) could become close to horizontal.”* My 
own judgment is that, while it cannot be established unequivocally, 
there are good reasons to believe that even if the adjustments for 
military personnel were made, a pattern similar to that noted, albeit 
less pronounced, would still stand.** 

A special factor also makes more equivocal the results for 1944 
and 1945. In both these years dividends had to be estimated from 
the reported combined interest and dividend totals.” 


Direct EvIDENCE ON UNDERREPORTING 


Granted that taxpayers fail to report a slice of their dividend 
receipts and that the size and relative importance of this slice has 
apparently responded to variations in tax rates, there is much more 
we would like to know about underreporting. For example: Where 


23. Pechman also questions the accuracy of the tabulated data for this period and of 
our estimates because of the slightly negative gap in 1941. As explained above, I think 
no special significance attaches to the negative sign. It could very well have come about 
because of too high an estimate for the dividends of 1040A returns, for example, or as 
already noted because of a wrong figure for the dividends of fiduciaries. 


24. An adjustment on this account, described in an earlier footnote, would show 1942’s 
gap at 5.8 per cent instead of 6.8; 1943’s as 11 in place of 12.7 per cent. 


25. The increase in filing requirements from $500 to $600 in 1948 poses no difficulty 
for us, since the gap fell despite it, and the fall, therefore, can be taken as unequivocal. 
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is the underreporting concentrated, and how much of it might be 
uncovered by audit, are two questions that follow naturally. It is 
easier to raise such questions, of course, than to answer them. But 
an attempt at an answer is possible with the evidence uncovered for 
one year by the Internal Revenue Service (then the Bureau of In- 
ternal Revenue). 

In connection with the tax returns filed in 1948, the Bureau un- 
dertook a careful statistical investigation—the Audit Control Pro- 
gram (hereinafter referred to as the ACP)—designed to “determine 
the size of the individual tax enforcement problem confronting the 
Bureau of Internal Revenue.”** For a scientific sample of tax re- 
turns, errors and the amount of tax change associated with them 
were determined by audit, and from this information estimates for 
the whole taxpaying population were made.*’ The data on errors, 
including those made in reporting dividends and the tax change their 
discovery led to, were tabulated in four broad income classes— 
under $7,000, $7,000 and under $25,000, $25,000 and under $100,- 
000, and $100,000 and over. Thus, they permit us to say something 
about the income class distribution of underreporting as determined 
by dividing tax changes disclosed by audit by the appropriate mar- 
ginal rates. Since a number of assumptions were necessary in obtain- 
ing these estimates, it is more appropriate to present them as ranges 
rather than use a single figure that might spuriously suggest more 
precision than was possible.”* 

Table 5 contains our estimates for dividends uncovered by the ACP. 
In the aggregate we estimate between $90 million and $179 million 
of dividends would have been uncovered in 1948 if all returns had 
been carefully audited. This comes to something between 1.8 and 3.6 
per cent of the amount of dividends actually reported by individuals. 
About one-third of dividend underreporting was found in the lowest 
income class, about half in the class $7,000 and under $25,000, and 
the rest in the income groups over $25,000. More significant, how- 
ever, is the relative degree of underreporting among income classes. 
Reading from low- to high-income classes there appears a general 
tendency for the importance of underreporting to vary inversely 

26. Bureau of Internal Revenue, The Audit Control Program: A Summary of Pre- 


liminary Results, p. 3. A generally similar kind of survey was made for 1949, but no 
data relevant to our problem are currently available. 


27. The auditors and auditing procedures of the ACP were probably superior to those 
generally in use at that time. 


28. Details of the estimating procedures appear in the appendix note. The estimates 
are based on materials made available by the BIR in 1951. 
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with income class. Dividends discovered by the ACP” fell in a range 
of something like 3 to 6 per cent of those voluntarily reported for the 
two lower-income classes, between 1 and 2 per cent for the $25,000 
and under $100,000 class, and between .025 and .5 per cent for the 
top-income class. These results seem reasonable: In the upper- 
income classes record keeping is superior as a rule, the consequences 
of not reporting more serious, and audit is a more likely possibility, 

Relatively more prominent than the rather slight amount of unre- 
ported dividends as estimated from the ACP data was the frequen- 
cy of dividend errors. The estimated 490,700 returns with dividend 
underreporting errors represented close to 15 per cent of the total 


TABLE 5 


ESTIMATES OF THE AMOUNT OF DIVIDEND UNDERREPORTING AND THE 
FREQUENCY OF SUCH ERRORS IN 1948 AS DERIVED FROM THE 
AUDIT CONTROL PROGRAM DATA 


(Dollar Amounts in Millions) 








Estimated Number of 
Estimated Number of Dividend 
Dividend Dividends (2) asa Under- Returns (S) asa 
Income Class Under- Voluntaril Percentage reporting Voluntaril Percentage 
$000) reporting Reporte of (3) easel Report of (6) 
1) (2) (3) (4) (5) (6) (7) 
(Thousands) 
Under 7 $30.9- 61.7 $1,110. 3 2.8-5.6 297.5 2,345.6 12.7 
7 and under 25* 42.2- 84.3 1,351.2 3.1-6.2 159.5 794.9 20.1 
25 and under 100 14.0- 28.0 1,508.4 0.9-1.9 31.2 166.9 18.7 
100 and over 2.6- 5.1 1,001.0 0.30.5 2.35 14.5 17.2 
Total $89 .6-179.1 $4,970.9 1.8-3.6 490.7 3,321.9 14.8 


* The estimate for this class covers also errors on business returns with adjusted gross income of less than 
$7,000 where gross receipts exceeded $25,000. 


t Includes both returns on which dividends were reported, but incorrectly, and those that should have re- 
Sane Spe pen! me ng latter, properly additive to column 6, are not included therein, because 
number of returns reporting dividends. For all but the lowest-income 
class, however, the percentage was above this, ranging between 17 
and 20 and varying but slightly with income class (see column 7 of 
Table 5). Thus the practice of underreporting was noticeably less 
widespread in the lowest-income class than any other, but otherwise 
about the same for the remainder of the income range. Together with 
the finding noted earlier on the relative importance of the amount 
underreported—the ratio of underreported to reported dividends 
tending to decline with income class—this suggests that individual 
underreporting errors were considerably more “important” in the 
lower classes.*” One way of gauging their importance is to compare 

29. This, of course, is our estimate from the tax change data released by the ACP. 


30. Lower is defined with reference to the four income classes into which the ACP 
data are classified rather than the usual income distributions for which the topmost 
classes would be close to the upper limits of our “lower’’ classes. 
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the estimated average amount uncovered by the ACP with the 
average amount of dividends initially reported in each of the four 
broad income classes. Such a comparison is made in Table 6,** which 
is limited to 1040 returns. On average the underreporting error in 
the two lower-income classes was very “serious.” In the under $7,000 
class its value probably fell within the range of something like half 
to almost as large as the average amount of dividends voluntarily 
reported for returns with minor error in dividends, somewhat below 
this for returns with major errors. In the income class $7,000 and 
under $25,000, dividend errors averaged between one-quarter and 
two-thirds of the average amount voluntarily reported. In the two 


TABLE 6 


ESTIMATED ABSOLUTE AND RELATIVE SIZE OF UNDERREPORTING AND 
OVERREPORTING ERRORS, FOR RETURNS WITH MAJOR AND MINOR 
ERRORS IN DIVIDENDS, 1948 


Estimated Error as Estimated Error as 
Average Average Error— Percentage Average Error— Percentage 
Amount of Returns with of Amount Returns with of Amount 
Dividends Major Error Voluntarily Minor Error Voluntarily 
Income Class Voluntarily in Dividends Reported in Dividends Reported 
($000) Reported (3) +(2) (5) +(2) 
(1) (2) (3) (4) (5) (6) 
Underreporting Errors 
Under $7* $ 265 $ 110- 220 41.5-90.0 $ 126- 251 47.5-95.0 
7 and under 25t 978 237- 473 24.2-48.4 312- 624 31.9-63 8 
25 and under 100.. 7,939 426-— 852 5.4-10.8 542-1,084 6. 8-13.60 
100 and over... 66,732 1 ,000-2 , 000 1.5- 3.0 1, 334-2 , 667 2.0- 40 
Overreporting Errors 
Under $7*. . $ 265 $ 3% 78 14.7-29.8 $ 77- 154 29.0-58.0 
7 and under 25. . 978 155— 310 15.8-31.6 97- 193 9.9-19 8 
25 and under 100. . 7,939 231- 461 2.9% 5-8 341-— 682 4.3- 8.6 
100 and over..... 66,732 700-1,400 1.0- 2.0 688-1375 1.0 2.0 


* Only Form 1040 returns. 


t Includes business returns with adjusted gross income of less than $7,000, where gross receipts exceeded 
$25,000. 


upper-income classes, judged this way, dividend underreporting 
errors were much less important—between 1 and 10 per cent. Note 
too the relatively large average overreporting error (lower half of 
Table 6), which also follows the pattern of decline in importance 
relative to reported dividends moving up the income scale. This sug- 
gests that some of the underreporting of dividends, too, can be laid 
to carelessness and poor record-keeping rather than purposeful eva- 


31. Note that the classifications of major or minor error in dividend reporting is not 
related to the size of the dividend error, but to its importance relative to all errors made 
by the taxpayer. More specifically a major dividend error as defined by the ACP “means 
that (a) the error in dividends . . . was responsible for the largest portion of change in 
adjusted gross income and (b) the change in adjusted gross income was responsible for 
a larger portion of the tax change than either exemption change, or personal deduction 
change, or mathematical error.” All other dividend errors were classified as minor. The 
fact that minor errors were at least as large as major errors, means that the minor errors 
occurred on returns generally more error-prone and with a larger total tax change than 
returns with major errors in dividends. 
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sion. But that there is more involved than this is indicated by the 
fact that overreporting errors averaged only half as much or less 
than underreporting errors. Not to mention, of course, the much 
greater frequency of underreporting errors.*” The number of returns 
with dividend error and tax decrease was only about 11 per cent as 
great as the number of returns with dividend error and tax increase. 

We should not end this section on what the ACP data appear to 
indicate about dividend underreporting without some reference to 
the gap discussed earlier. For 1948 we estimated the gap at about 
$500 million. About $50 to $150 million of this might be explained 
as dividend receipts of those not required to file ($40 million were 
reported in classes below the filing requirement). The rest presum- 
ably was pure underreporting. But estimates derived from the ACP 
data fall distinctly short of $350 and $450 million. As noted above, 
they were something like $100 or $200 million. There are no data 
that would permit a reconciliation of these differences. It may be 
mentioned that the ACP, of course, could get a line only on the un- 
derreported dividends of filers; it was not designed to find out any- 
thing about the dividend receipts of purposeful non-filers. So this 
could explain some of the difference between these two estimates of 
underreported dividends. But the difference is great enough to sug- 
gest the strong likelihood that dividend underreporting is not 
simply a program in auditing. For even should all returns be audited 
with the care with which the ACP was undertaken, it could be that 
a goodly amount of dividends—because of the absolute rise in the 
gap probably more now than in 1948—would remain undiscovered. 
Moreover, regular audit only uncovers a fraction of what a program 
like the ACP would find in any year. This suggests that if more 
thorough coverage of dividends on the tax returns and recoupment 
of the tax liability associated therewith are desired, serious consider- 
ation should be given to a change in present procedures. Not cogni- 
zant of the costs or complexities of various devices, I merely cite 
these possibilities: institution of withholding of tax liability on divi- 
dend payments; or, perhaps, jogging the flogging memory of tax- 
payers and alerting them to their dividend receipts and to Internal 
Revenue Service’s potential cognizance thereof, by requiring cor- 
porations to send a copy of information returns Form 1099 to each 
dividend recipient along with a statement that this is a copy of a 


32. The data of Table 5 are net, i.e., the excess of estimated underreported dividends 
over estimated overreported dividends. 
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form sent to the IRS;** or another possibility might simply be a 
stepped-up and widely publicized auditing program concentrating 
on returns with adjusted gross income of under $25,000.** 

The revenue loss on the score of unreported dividends would seem 
to be a relatively small item. Currently it might be something on 
the order of $250 or $300 million and less than this in most of the 
years of our period. And this seems like “slim pickings” in the 
context of the size of total personal income tax collections. Yet un- 
reported dividends may be more important than the revenue loss 
associated with them. They constitute one piece of a broader prob- 
lem. A general feeling that some types of income are not pulling 
their share of the tax load may have serious consequences. For such 
a widespread feeling may weaken the zeal with which many taxpay- 
ers police themselves. With the income tax essentially a self-policing 
levy, the importance of dividend underreporting could very well 
transcend the revenue loss specifically associated with it. 


SUMMARY 


The findings of this survey of dividend coverage on tax returns 
may be succinctly summarized as follows: 

1. At the most recent accounting, a sizeable amount of dividends 
received by individuals that should have been reported on tax re- 
turns was not. While the amount of such dividends is difficult to 
pinpoint precisely, it appears to fall in the range between $750 
million and $1 billion currently. (More particularly, we obtained a 
figure of around $750 million in 1952; rougher estimates put the 
amount at between $900 million and $1 billion in 1953.) 

2. Comparisons over time show a pronounced rise in the amount 
of dividends not reported on tax returns accompanying the sharp 
rise in tax rates that occurred in the early forties. 

3. A more pointed indication of stockholder response to increased 

33. Currently any dividend payments in excess of $10 per annum must be reported to 


the IRS on Form 1099, Many corporations, however, find it simpler to report all such 
payments no matter how small. 


34. While this paper is concerned only with dividends, it may be noted that similar 
problems are posed by the underreporting of interest receipts. For evidence on the in- 
terest gap, see the Goldsmith and Holland and Kahn references in an earlier footnote. 
For data suggesting that interest underreporting picked up with tax rate increases see 
Lawrence H. Seltzer, Interest as a Source of Personal Income and Tax Revenue (Occa- 
sional Paper 51, National Bureau of Economic Research, 1955), p. 1286. For some in- 
teresting observations on withholding for both dividends and interest see Joseph A. 
Pechman, “Erosion of the Individual Income Tax,” National Tax Journal, March, 1957, 
pp. 22-24. 
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tax rates is the fact that the relative size of the dividend gap also 
rose noticeably over this period. 

4. That this kind of response to changes in rates is symmetrical 
to some degree at least can be concluded from a decline in the non- 
reported percentage as tax rates fell in the first several years after 
the end of the war. But the extent of underreporting remained much 
higher than before the war, indicating that rising tax rates consti- 
tute a more powerful incentive for not reporting dividends than 
falling tax rates serve as an influence in the direction of more 
thorough reporting. 

5. Estimates from a sample survey suggest that the degree of 
dividend underreporting declines with stockholder income level. 
Thus, in the aggregate and on a per return basis too, the under- 
reporting of stockholders with incomes under $25,000 apparently 
constitutes the serious problem. Although, of course, particular in- 
dividuals in the income ranges above this may underreport signifi- 
cantly, total underreporting is probably not great. 

6. The difference between what would probably be uncovered in 
the way of dividends by audit of all tax returns (as indicated by 
estimates based on the results of a sample survey of the 1948 returns 
made by the BIR) and our estimates of the dividend gap (after 
subtraction of dividend receipts of those who did not have to file) 
is large enough to suggest, although it does not conclusively estab- 
lish, that the underreporting of dividends is not a matter that can 
be substantially eradicated only by a change in current tax return 
processing procedures—withholding, for example, or greater use of 
Form 1099 returns. Especially is this so since only a fraction of tax 
returns are audited, and that segment of tax returns most heavily 
audited is not the segment responsible for most of the underreport- 
ing. 


APPENDIX 
BriEF NOTE ON SOURCES OF DATA AND ESTIMATING PROCEDURES 
TABLES 1 AND 2 


The numbers below refer to the lines of Table 1, but each of these items was 
estimated, where necessary, for every year in the period 1936-53, and used in de- 
riving the Table 2 values. 

1. As tabulated annually in Statistics of Income, Part 1. For 1944 and 1945 
when a combined dividend and interest figure was reported, dividends were esti- 
mated on the basis of the 1946 ratio of dividends to dividends and interest com- 
bined. 


2. Estimated for 1952, and all the other years 1944-53, by taking dividends 
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and interest to be half of wages and salaries not withheld and dividend and interest 
of under 100 on Form W-2 or 1040A returns as given in a footnote to Table 2 of 
Statistics of Income, Part 1 (cf. Selma Goldsmith, “Appraisal of Basic Data 
Available for Constructing Income Size Distributions,” Part VI, “Studies in In- 
come and Wealth,” Volume 13 [NBER, 1951], pp. 360-61), and then applying 
against this figure the fraction that dividends constituted of dividends plus interest 
for all returns under $5,000 as tabulated in Statistics of Income. 

Estimated for 1941-43 by applying the ratio of dividends to total property in- 
come (of specified types) on 1040 returns to the property income component of 
1040A returns. 

3. Tabulations in special supplements to Statistics of Income for 1939, 1945, 
1947, and 1953. For all other years between 1936 and 1953, estimated by interpola- 
tion using dividends received by partnerships as a percentage of total dividends 
from Survey of Current Business (July, 1957). 

4. Tabulated in Statistics of Income, 1937, 1938, 1939, and 1952. Assumed the 
same in 1936 as in 1937. Estimated for all other years between 1939 and 1952 by 
interpolation on the basis of (Assumption A) ratio of dividends of fiduciaries to 
total personal dividends in 1939 and 1952. Another set of estimates (Assumption 
B) for 1940 through 1951 derived by applying values obtained by interpolating 
between the 1939 and 1952 ratios of dividends of taxable fiduciaries to total fidu- 
ciary dividends to the figure (tabulated in Statistics of Income) for dividends of 
taxable fiduciaries. For 1944 and 1945 the dividend figure was broken out of the 
combined dividend and interest total by applying 1946’s ratio. 

5. Hawaii: all years but 1943 from Statistics of Income. 1943 estimated by using 
1942 ratio of Hawaii dividends to total dividends. For 1944 and 1945 dividends as- 
sumed to be 88 per cent of combined dividend and interest total. 

Alaska: estimates based on benchmark of 1939-42 ratio of Alaska’s dividends to 
total dividends and Selma Goldsmith’s estimate for 1946. (See Selma F. Goldsmith, 
op. cit., p. 360.) 

7. As estimated by the National Income Division of the Office of Business Eco- 
nomics of the Department of Commerce, and published in National Income (1954 
edition) and Survey of Current Business (July, 1957). 

8. Data supplied by National Income Division, Office of Business Economics, 
Department of Commerce. 

9. Estimated by applying to line 7 the ratio of non-profit organization stock- 
holdings to total stockholdings (net of corporate holdings). Total stockholdings 
1936-44 as estimated by Raymond Goldsmith (Table F-4 of Appendix F of Fi- 
nancial Intermediaries in the American Economy since 1900 [NBER, 1958]) for 
benchmark dates 1933, 1939, and 1945 and by interpolation for the other years 
in the period; for 1945-53 estimates prepared for the National Bureau of Eco- 
nomic Research Post-War Capital Markets study provided by Morris Mendelson. 
Non-profit organization stockholdings 1936-49 as estimated by Raymond Gold- 
smith (A Study of Saving in the United States, III [Princeton, 1956], 450, 452) 
for benchmark dates 1933, 1939, 1945, and 1949 and by interpolation for the other 
years in the period; for 1950-53 estimates provided by Morris Mendelson. 

10. For 1936-51 estimated in essentially the same manner as line 9. Stockhold- 
ings of pension funds for 1939, 1945, and 1949 from Raymond Goldsmith’s Fi- 
nancial Intermediaries in the American Economy since 1900, Table A-10; for the 
remaining years estimated by interpolation using his values for these three years 
and 1933 and 1952. For 1952 and 1953 estimated as follows from data in SEC, 
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Corporate Penston Funds (1955). Statistical Release Series No. 1426: To the pen- 
sion fund bond-holdings yield figures were applied, and the estimated interest re. 
ceipts were subtracted from the total of interest and dividends received by pen- 
sion funds. The dividend figure so obtained was raised by 15 per cent to take ac- 
count of omissions in the coverage of the SEC survey. 

11. Data supplied by National Income Division, Office of Business Economics, 
Department of Commerce. 

Even this brief description will indicate that our results rest on numerous as- 
sumptions rather than precise data. For almost all items, however, alternative 
assumptions or estimating procedures would have yielded substantially similar 
figures. In only one category would this not have been the case—line 4, dividend 
receipts of fiduciaries—and here we have provided two sets of estimates. Because 
I was unable to devise a satisfactory method for estimating the amount of divi- 
dends from estates and trusts included in the dividends reported by individuals in 
Statistics of Income starting in 1954, the estimates of the gap end with 1953. 


TABLE 5 


These are rough estimates based on tabulations of the ACP data made available 
by the IRS in 1951. 

The estimate of underreporting must be made as a range rather than any single 
value, because, with only the total tax change reported for returns with dividend 
errors, it was necessary arbitrarily to assign fractions of that total tax change to 
the dividend error alone. In the ACP tabulations dividend errors were classified as 
major or minor errors. All returns that met the following conditions were placed 
in the major error category: (a) The error in dividends accounted for the largest 
portion of the change in adjusted gross income, i.e., the addition (or subtraction) 
due to audit. (b) The change in adjusted gross income was responsible for a 
bigger fraction of the total tax change than exemption or deduction changes or 
mathematical error. All other returns with dividend errors were designated minor 
error returns. 

Following this classification, we set up three possibilities for major error re- 
turns—100 per cent, 75 per cent, and 50 per cent of the total tax change due to 
the dividend error, and three percentage assumptions for minor error returns— 
40 per cent, 30 per cent, and 20 per cent. In every case we estimated the dividends 
uncovered by the ACP by dividing the tax change assumed due to the errors in 
dividend reporting by the marginal rate that applied on average to all taxpayers 
(taken from Statistics of Income) in each of the broad income classes by which 
the°ACP data were tabulated and for joint and separate returns. 

The lower value of the estimates in Table 5 is the sum of the 50 per cent for 
major errors and 25 per cent for minor error assumptions; the upper values of 
the range come from adding the results of the 100 per cent and 40 per cent assump- 
tions. The upper value of the range is almost surely above the actual figure, but 
it cannot be stated as positively that the lower limit of our range is below the “real” 
value. 
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PENSION FUNDS AND THE CAPITAL MARKET 


A RE-EXAMINATION OF PENSION FUND 
INVESTMENT POLICIES* 


Pau L. HowE.Li 
Columbia University and The Twentieth Century Fund 


I. DETERMINATION OF INVESTMENT PoLicy 


PENSION FUNDS have become a new financial giant in today’s capital 
markets. These funds are growing at a rate of nearly $4 billion a 
year and currently aggregate over $30 billion. Public interest in 
these industrial pension funds centers around their earning power, 
as this is fundamental to the magnitude of retirement benefits. 

It is appropriate now, after fifteen years of mushroom growth, to 
review the principles and accomplishments of pension fund manage- 
ment. This paper is intended to be provocative in questioning the 
validity of some customarily accepted institutional thinking and 
so-called “orthodox’’ practices. 


PRINCIPLES GOVERNING PENSION FUND INVESTMENT 


What is the framework within which pension fund investments 
are made? 

1. There is an extremely long period of accumulation and distri- 
bution of funds. In fact, although employees come and go, there is 
no prospect that accumulated pension funds will ever be liquidated. 

2. A qualified pension fund is completely exempt from income and 
capital-gains taxation as a “charitable” trust. 

3. In-flow of funds (contributions and earnings) will exceed out- 
go by a substantial margin for the foreseeable future. Sustained 
growth of pension funds is expected for the next generation. ‘ 

4. Retirement plans are not subject to catastrophic hazards. Re- 
tirement and payouts can be forecast years in advance. 

5. There is an absence of legislative investment restrictions. 

Investment engineering specifications usually include obeisance to 
the following sacred cows: (1) safety of principal; (2) certainty of 
return; (3) adequacy of return; (4) tax aspects; (5) marketabil- 

* This paper by Paul L. Howell and the following paper by William C. Freund were 
presented at a meeting of the American Finance Association in Philadelphia on Decem- 
ber 29, 1957. The meeting was under the chairmanship of Gordon W. McKinley, The 


Prudential Insurance Company of America. The papers were discussed by Roger F. 
Murray, Judith Mackey, and Sally S. Ronk. 
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ity; (6) liquidity; (7) capital appreciation; (8) collateral value: 
(9) freedom from care; and (10) maturity. The attainment of 
some of these objectives necessarily conflicts or limits the achieve- 
ment of other objectives. 

In the light of the framework outlined above, it is submitted that 
the following criteria should govern the formulation of pension fund 
investment policy and its execution. 

1. In the management of pension funds, their productivity (i.e., 
dividend yield and capital appreciation) should be the primary ob- 
jective, completely overshadowing all others. 

2. As a corollary of this, inflation should not play a part in deter- 
mining pension fund investment policy. Investment management 
should get as large a return as feasible regardless of stable or rising 
prices. The only situation in which inflation becomes a factor is in 
the selection of industries and companies which will be benefited (or 
impeded) by changing price levels. 

3. There is a complete absence of any need for liquidity. 

4. Pension funds should be invested as received, i.e., full invest- 
ment all the time. This amounts to “dollar averaging.” 

5. Because of full investment, growth, absence of catastrophic 
hazards, and dollar averaging (instead of formula programming) 
there is little need to take a defensive position with the resultant 
lowering of over-all portfolio yield. 


IMPORTANCE OF RETURN (YIELD AND APPRECIATION ) 


Most retirement plans are set up on an actuarial expectation of 
earnings of 2.5 to 3.0 per cent. Because of the long period of accumu- 
lation and subsequent distribution, the rate of return on investment 
funds is the dominant factor in determining pension costs to em- 
ployers or benefits to retired workers. 

An increase of pension fund yield of 1 per cent (i.e., from 2.5 
to 3.5 per cent) will increase benefits over 25 per cent. Needless 
to say an increase of benefits to retired workers is of no small sig- 
nificance, whether there is a stable price level or inflationary loss 
of purchasing power. It is well known that industrial pensions are 
not far above subsistence levels for most workers. 

Because of the time period over which compound interest has an 
opportunity to work its miracle, an increase in effective return from 
2.75 to 6.0 per cent will increase accumulations so that benefits can 
be nearly doubled. 

Is the achievement of a 6 per cent return so difficult or revolution- 
ary? Or is it reasonably attainable in actual conservative practice? 
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THE ACHIEVEMENT OF GREATER NET INVESTMENT RETURNS 


It is submitted that a systematic program of periodic purchases 
of diversified, professionally selected common stock is the soundest 
way to achieve the lowest cost or the greatest retirement benefits. 

A 100 per cent investment in common stock is quite contrary to 
“orthodox” institutional investment thinking. This strait jacket of 
the past with respect to investing of pension funds is most inappro- 
priate and extremely costly. What does the record show? The monu- 
mental investigation of the performance of common stocks by the 
Cowles Commission’ shows that the achievement of a 6 per cent 
return over a sustained period is not impossible. On the contrary 
the mediocre results of the market averages do better than 6 per 
cent. The Cowles Commission made an intensive analysis of the 
market price and income results of a broad list of industrial, rail, 
and utility common stocks, covering the period from just after the 
Civil War to the middle of the depressed 1930’s. It was found that 
these stocks averaged an annual net return over this sixty-eight-year 
period, ending in a depression, which was nearly 7 per cent. If this 
study were extended through 1956 it would be found that the aver- 
age return (dividends and appreciation) would exceed 7.5 per cent.” 

Similarly, the Dow-Jones industrial average has increased mar- 
ket-wise by more than 3 per cent a year during the past fifty years, 
with a dividend yield approaching 6 per cent. As Edgar Lawrence 
Smith® pointed out many years ago, the compounding effect of re- 
tained earnings on market performance is enormous. Corroborative 
of the differential in investment results between bonds versus com- 
mon stocks is a study made by the staff of the Life Insurance Asso- 
ciation of America. It was found for the twenty-seven-year period 
1929-55 that the average experienced rate of total return on com- 
mon stock exceeded that of bonds by 100 per cent, as shown in 
Table 1. Many other studies have been made which confirm this 
long-run productivity of common stocks.* 


1. Alfred Cowles, Common Stock Indexes (Bloomington, Ind.: Principia Press, 1939). 


ee See performance of Standard & Poor’s Common Stock Index during the past two 
cades, 


3. Edgar Lawrence Smith, Common Stocks as Long Term Investments (New York: 
Macmillan & Co., 1924). 


4. See, e.g., C. C. Bosland, The Common Stock Theory of Investments (New York: 
Ronald Co., 1938) ; W. B. Walker, A Reexamination of Common Stocks as Long Term 
Investments (Anthoesen Press, 1954) ; Life Insurance Association of America, “A Report 
in Support of the Proposed Amendments to Article 5, Section 81, of the New York In- 
surance Law” (January 30, 1957) ; B. Graham, “Long Term Outlook for Equities,” Com- 
mercial and Financial Chronicle, November 27, 1952; J. J. Jehring, The Investment 
and Administration of Profit Sharing Trust Funds (Evanston, Ill.: Profit Sharing Re- 











264 The Journal of Finance 


It is indeed true that if an entire fund had been invested in 1928 
or 1929 history would show that it would take nearly fifteen years 
to recoup itself. But pension funds do not invest huge amounts en 
masse at the top of a bull market. Regular periodic investment or 
dollar averaging, during the subsequent depression, would more than 
compensate for the losses sustained on the small proportion of funds 
invested at the height of the stock market boom. 


BENEFITS OF INDEPENDENT PROFESSIONAL INVESTMENT COUNSEL 


In addition to achieving merely the mediocre results of the aver- 
ages, there should be an important plus factor. It is claimed that 


TABLE 1 


COMPARISON OF RATES OF RETURN SECURED ON 
BONDS, PREFERRED, AND COMMON STOCKS BY 
EIGHTEEN LIFE INSURANCE COMPANIES COM- 
BINED, 1929-56 


Per Cent 

I. Rate of total return* 

Bonds..... . CR 3.26 

Preferred. ..... é 4.71 

Common....... 6.49 
II. Rate of interest or dividend returnt 

ee yee Li eteate 3.15 

Preferred . p) maps bate) 

Common. Ke 5.55 


NOTE: Base is the average cost of the portfolios as of 
the beginning and end of the year. The bond portfolios 
include accrued interest. 


* Total return includes interest earnings (dividend earnings) plus 
net profits or losses on the disposal of securities. 


t Included interest earnings (dividends earnings) only. 


Source: 1957 PF penn | Life Insurance Investments. A report by 
Dr. James J. O'Leary, director of research, to the Life an 
Association of America, December, 1957 (Table 7). See also Orson 
Hart, Life Insurance Investments in Bonds and Stocks. 


investment is a technical job which requires high training, experi- 
ence, ability, and judgment supported by extensive and constant 
staff research. Such managerial skill, if it is to live up to its claims, 
should show results in earnings above the mediocrity of the averages. 

It seems not unreasonable that professionally managed funds 


search Foundation); W. J. Eiteman, “Yield on Common Stock Investment,” Analysts 
Journal, February, 1957; Wilford J. Eiteman and Frank Smith, Common Stock Values 
and Yields, “Michigan Business Studies,” 1953 (1937 to 1951 gave a return of 12.2 per 
cent) ; Dwight Rose, Scientific Approach to Investment Management (New York: Harper 
& Bros., 1928) and The Practical Application of Investment Management (New York: 
Harper & Bros., 1933) ; Benjamin Strong, “The Big Challenge: Equities Permanent Part 
of Investment Fabric,” Trusts and Estates, October, 1957; August Ihlefeld, Equity In- 
vesting by Mutual Savings Bank (Savings Banks Trust Company, 1953). 
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should earn from 10 to 20 per cent more than the average results of 
an unmanaged fund. It is concluded that a well-managed pension 
fund should be able to earn, over an extended period, a net return 
in excess of 8 per cent. 

These professional investment advisers, however, must be chosen 
with great care. Investment management is a full-time, professional 
job, requiring the highest degree of technical competence and ad- 
herence to fiduciary standards. Criteria to be considered in the 
selection of an investment adviser include the following: (1) com- 
petence, (2) personalized attention, (3) continuity of advice and 
service, (4) absence of conflicts of interest. 

Too often lawyers or accountants are asked to advise when they 
do not have the right kind of training or the time or appropriate 
staff. Trust officers through long adherence to fiduciary principles 
of protecting the principal of the estate through bond investment 
for the benefit of the remainderman may not have the proper mental 
attitude. They have been conditioned to “play it safe.” Don’t take 
a chance. Don’t do anything for which the bank might later be 
criticized. Furthermore, it is doubtful if banks pay enough to attract 
and keep a good common stock man. Stockbrokers as advisers have 
the traditional limitation that they are compensated by trading com- 


missions and are usually interested in the more spectacular short 
swings of the market.° 


ALLEGED NEED FOR “BALANCED” INVESTMENT 


It is sometimes urged that portfolios should contain a “proper” 
balance. This is of the utmost importance in certain types of port- 
folios, but here we are talking about large, diversified, dollar aver- 
aged, fully invested, long-term, growing funds with no need for 
liquidity. The need for a bond defense is virtually nil in such a fund. 

In the immortal words of that distinguished, now retired, banker, 
Dean Roger F. Murray: “. . . in common stocks there is no defense 
like a good offense. . . . I am confident that the mutual savings banks, 
investing either directly or through their mutual fund, can have a 
very satisfactory investment experience. They are in the advanta- 
geous position of the true long-term holder of equities who can ride 
out the storms and stresses, disregard intermediate market swings, 


5. For further comment on investment advisers, see P. L. Howell, “Investment Man- 
agement of Union Pension Funds,” Commercial and Financial Chronicle, August 1, 1957; 
H. F. Wortham, “The Investment Specialist in an Era of Specialists,” address at the Con- 
ference on Safe Management of Pension and Welfare Funds, sponsored by Rutgers Uni- 
versity, Commercial and Financial Chronicle, February 6, 1958. 
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and ultimately receive his compensation in the form of a handsome 
addition to earning power.’”® 

Fixed dollar obligations, since they are no protection against in- 
flation, are as speculative as common stocks, but in a different way. 
It should be remembered that investment in bonds is not all a bed 
of roses. Bonds can default too. 

The public remembers 1929 and 1932. Actually the stock market 
fall from 1929 to 1932 offset the previous unwarranted rise. A per- 
son who was in equities before 1928 would have found his book 
losses of 1932-33 soon converted back into profits. Persons who 
practiced dollar averaging through systematic stock purchases 
month by month throughout this period came out much better than 
persons who kept their funds in fixed income obligations. 

In speaking of balance, it should be recalled that balance refers to 
the over-all situation. Most industrial pension fund recipients will 
be receiving Social Security, which of course is backed up by govern- 
ment bonds. In addition, many will have savings accounts and insur- 
ance programs with perhaps an interest in real estate. These all help 
provide “balance.” Cash reserves in the pension fund do not do the 
retired worker any good. 

Again there seems to be no need for pensioners to expect the 
cream off the top of an extremely conservative bond pension fund. 
It is most costly in the end in the form of benefits reduced to a 
mere subsistence level. 


INSTITUTIONAL IMPROVEMENTS FOR COMMON STOCK INVESTMENT 


Great institutional economic changes have taken place which 
make common stock investment increasingly more appropriate. 

1. A great deal of progress has been made in developing financial 
responsibility and adherence to high fiduciary obligations since the 
Armstrong Investigation of 1906. 

2. Improved accounting and auditing standards, together with full 
disclosure and SEC supervision thereof, have made company reports 
a sturdy foundation upon which to analyze common stock earning 
prospects. 

3. Administrative controls of common stock trading, by the Ex- 
changes and the SEC, likewise provide a much firmer foundation 
for common stock purchases. 

4. In addition, current controls by the Federal Reserve Board on 
margins, credit, and interest rates are far more effective. 


6. Roger F. Murray, Bankers Trust Co., “Common Stocks for Savings Bank Invest- 
ment,” address before Savings Bank Association of New York, September 23, 1952. 
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In brief, the country has matured substantially. It seems irref- 
utable that a diversified list of common stocks, professionally se- 
lected, should over the long run provide substantially greater net 
results than a bond fund and on a reliable basis. The conditions 
pointing to common stock investments for pension funds may not, 
however, exist elsewhere. 

Events indicative of the liberalizing of institutional thinking are: 

1. Amendment in 1950 of the New York trust law to permit 35 
per cent investment in common stocks. 

2. Amendment in 1951 of the New York insurance law to permit 
a small amount of investment in common stocks. 

3. The development of a variable annuity through CREF and 
TIAA. 

4. Legislative proposals to permit the sale of variable annuities 
by insurance companies. 

5. Adoption of a commingled common stock fund by New York 
state mutual savings banks. This stock fund now exceeds $25,- 
000,000. 

In the long run, pension funds will be no sounder than the indus- 
trial economy to which they are tied. Everybody concerned—em- 
ployers, employees, and the financial institutions—should get away 
from the concept that a pension plan can provide ironclad financial 
guaranties and should recognize that it is essentially a co-operative 
effort to accumulate old-age savings reserves. The end result may 
well be a dynamic investment policy which will lie somewhere be- 
tween the ultra-conservatism of many trustees and insurance com- 
panies and the policies of some investment trusts.’ But such a policy 
would greatly enhance the benefits available to retired workers. 


II. ANALYsIs OF LEADING PENSION FUND RESULTS 


Let us examine now some pension funds which are weighed down 
by the dead hand of the past. 


THE BELL TELEPHONE SYSTEM PENSION FUNDS 


The Bell Telephone System was a leader in initiating employee 
retirement benefits in 1913. It is a non-contributory system, now 
covering nearly a million active workers in the thirty-three cor- 
porations which make up the Bell family. 

In 1928 the Bell Telephone System began funding its retirement 
program. Pension fund reserves for each corporate entity are kept 


7. See discussion of the “enterprising” or “aggressive” investor in Benjamin Graham, 
The Intelligent Investor (2d ed.; New York: Harper & Bros., 1954). 
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separate. The consolidated pension fund now aggregates, as of the 
end of 1957, $2.6 billion. It is currently growing at the rate of nearly 
a million dollars every working day. A 

In 1938 the pension fund trustee (Bankers Trust Co. of New 
York) was instructed by a resolution of the Board of Directors to 
invest the pension fund assets in “legals” for New York insurance 
companies. Investments were further restricted by decreeing that 
they be limited to governments, municipals, and obligations of do- 
mestic corporations of the highest quality. This has been construed 
to mean “A” rated bonds or better. 

The wisdom of restricting investment to high-grade bonds con- 
flicts with the just released findings of Dr. W. H. Hickman’s monu- 
mental bond survey done under NBER auspices.* Hickman finds 
that despite their greater loss ratio the net investment return from 
lower-grade bonds exceeds that of top-rated bonds because of the 
importance of the yield differential. Thus, while there is danger to 
small funds in low-quality bonds, with diversification there is safety 
and greater yield. 

Since the retirement of the pension fund notes in 1945 the New 
York telephone pension fund (which is slightly more than 10 per 
cent of the system) has earned an average of 2.75 per cent. This is 
24 basis points less than the average cost of its “Aaa” rated mort- 
gage bonds. 

It is interesting (see Table 2) to note that during the postwar 
period gains and losses on the sale of securities have made consider- 
able difference in earnings in particular years but have been a small 
factor over the entire period. Like all big funds, the Bell System 
earnings rate has a terrific inertia from past commitments. It would 
be most instructive in watching the sensitivity of investment policy 
to current money rates to have a tabulation of the earnings return 
on new or current commitments. Such data are not presently pub- 
licly available. 

Table 2 also presents a comparison of the Bell pension fund 
earnings with those of leading life insurance companies, most of 
which are qualified to do business in New York State. It is impor- 
tant to note in comparing investment results that pension funds pay 
no federal income taxes. 

It is also interesting to contrast Bell pension fund earnings with 
those achieved in alternative investment opportunities. Table 3 


8. W. B. Hickman, Corporate Bonds—Quality and Investment Performance (National 
Bureau of Economic Research, 1958). 
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TABLE 2 


COMPARISON OF NEW YORK TELEPHONE COMPANY PENSION FUND 


YEAR 


1946 
1947 
1948 
1949 
1950 
1951 
1952. 
1953 
1954 
1955 
1956. 


Average. . . 


Notes: “‘Net 


EARNINGS RATE WITH U.S. LIFE INSURANCE COMPANIES 





N.Y. TeLerHone Pension Funp US. Lrre Ins. Cos. MET. 
Average NetRate Earns. N.Y. Tex. Before After Lire 
Balance Earned Ex. G&L Dest | & ms F.1.T. BEFORE 
(000,000) (Per (Per Cost (Per (Per F.LT. 
Cent) Cent) (Per Cent) Cent) Cent) (Per Cent) 
$ 79.8 2.64 2.53 3.21 2.93 2.89 3.01 
91.5 2.51 2.3 3.08 2.88 2.88 2.94 
105.3 2.58 2.58 2.87 2.96 2.96 3.03 
121.0 2.66 2.65 2.85 3.06 2.98 3.07 
138.6 2.77 2.67 2.95 3.13 3.00 3.07 
157.6 2.65 2.71 2.86 3.18 2.98 3.07 
178.2 2.67 2.83 2.90 3.28 3.07 3.21 
201.3 2.96 2.93 3.03 3.2. £3 3.31 
226.2 3.05 2.99 3.31 3.46 3.24 3.41 
250.6 2.99 2.99 2.95 3.51 3.23 3.48 
274.6 2.74 3.06 2.87 3.63 3.23 3.67 
iS Se 2.75 2.77 2.99 3.21 3.05 3.21 


Rate Earned” was determined by dividing the net amount realized for each year, including 


profit or loss on sale or redemption of fund assets, by the average of the beginning and end-of-year balances in 


the fund less one- 


half of the net amount realized 


“Earns. Ex. G&L” is after adjustment for realized capital gains and losses. 


Trustee’s (Ba: 
net earnings rate. 
Net earnings 


nkers Trust Co.) fee ranged from 2 to 4 basis points of yield and was deducted to compute the 


rate for life insurance companies is after all investment expenses and charges such as real 


estate taxes, depreciation, acquisition and servicing fees for mortgage loans, operating cost of housing, and pro- 
portionate amount of company overhead at head office (salaries, etc., of investment dept.). 


Sources: Life Insurance Fact Book, 1957 (Metropolitan Life Annual Reports, New York Telephone Co.). 
TABLE 3 
EARNINGS ACHIEVED IN ALTERNATIVE INVESTMENT OPPORTUNITIES 
AT&T Moopy’s Utiuity 18 Lire Insur. Cos.t 
DIVIDEND Yield 24P.U. EXPERIENCED RATE OF RETURN 
Yreip* “Aa” Stock Bonds Pfd. Common 
YEAR (Per Cent) (Per Cent) (Per Cent) (Per Cent) (Per Cent) (Per Cent) 
1946 4.85 2.58 4.23 3.09 4.71 5.71 
1947 5.58 2.67 5.32 2.78 4.46 4.82 
1948 5.91 2.92 5.85 2.84 4.57 5.35 
1949 6.22 2.76 5.86 2.96 4.16 5.28 
1950 5.91 2.68 5.66 3.07 4.47 6.22 
1951. 5.77 2.95 $.77 2.94 4.50 8.63 
1952. 5.81 3.05 5.39 3.05 4.41 7.65 
1953 5.77 3.32 5.33 3.11 4.36 7.38 
1954. » Saw 3.00 4.81 3.29 5.06 8.32 
1955. .- ue. 4.98 3.13 4.50 3.29 4.94 10.02 
1956 5.05 3.39 4.68 NA NA NA 
Average... 5.56 2.95 5.23 3.04 4.56 6.88 


* If the $9 dividend were augmented by the average market value of the rights received, the experienced 


yield on AT&T common would be 6.71 per cent for the postwar period. 


_. 11957 Record of Life Insurance Investments. A report by Dr. James J. O’Leary, director of research, to the 
Life Insurance Association of America, December, 1957. Includes realized gains and losses. 
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shows the dividend yield on AT&T common stock—which is not 
noted for its growth characteristics—to be 5.56 per cent for the 
eleven postwar years. If allowance had been made for the value of 
rights received during this period, the yield would have been nearly 
6.75 per cent. AT&T dividend yield has averaged approximately 6 
per cent since the retirement program was installed in 1913. Similar- 
ly the returns on Moody’s Utilities and life insurance company 
investments, by class of security, are set forth. 

From these data it is seen that the earnings on the Bell System 
pension fund is less than the cost of debt money to the system, sub- 
stantially less than the yield on its common stock, and less than the 
average net earnings for life insurance companies, which have to pay 
taxes. 

The Bell System funds are centrally managed and larger than any 
investment trust and greater in size than all but the largest insur- 
ance companies. The System or trustee can afford to have an ade- 
quate research staff to get the advantage of skilled management, 
with wide diversification, dollar averaging, and long-term results in 
common stocks. There is little excuse for the fund to hold Govern- 
ments. It is noteworthy that they have no mortgages in their port- 
folio, although every life insurance company considers this to be the 
backbone of its higher-yielding assets. If they are profitable to 
insurance companies, mortgages should be equally attractive to the 
Bell pension fund. 

It is submitted that the operating results of the Bell Telephone 
pension fund are mediocre and inadequate. This is due essentially 
to antiquated investment directives. Had the pension fund earned 
the same return as AT&T common stock, retirement benefits could 
have been doubled. , 

The Bell pension fund investment policy was drafted in the light 
of the depressed economic conditions which existed during the early 
1930’s. Twenty years have passed since the last major change in 
investment policy. It is now time for an objective reappraisal of this 
ultra-conservative investment policy which is so costly to the stock- 
holders or retired employees. The latitude of the trustee for an ag- 
gressive, dynamic investment policy using skilled judgment to the 
utmost is unduly restricted and outmoded. Many other funds earn 
substantially more. Even the mediocre average of these funds, as 
shown by SEC figures, is 3.60 per cent for 1956.° 


9. Vito Natrella, “Implications of Pension Fund Accumulations,” Proceedings of the 
American Statistical Association (1957). 
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It is submitted that an objective reappraisal of the Bell pension 
investment policy is long overdue. It is time a review of portfolio 
policy be undertaken in the light of the comparative record of bonds 
ys. stocks from the point of view of stability, capital appreciation, 
earnings, and purchasing power. 


UNION-ADMINISTERED PENSION FUNDS 


Let us now look at some funds which are administered by unions 
for the benefit of their members. 

The Amalgamated Clothing Workers have a sizable retirement 
fund invested as follows (end of 1956): 


(000,000) 

Invested assets (Govs.).............0.05- $40.2 
is dink 1, cite oes id inate 10.1 
EPO Tee om 0.5 
ere ewe eee |: . $50.8 


Earnings of the fund give a return of about 2.5 per cent. The 
invested assets consist entirely of government bonds. There is prac- 
tically a complete absence of any investment management. There is 
no diversification. There is no attempt to get better yields. Little 
analysis is required to purchase government bonds. In fact, at the 
end of 1956 the market value of the portfolio had declined $3 million 
from its purchase price. This fund also shows lack of alert manage- 
ment in that over 20 per cent of the fund is in idle cash. 

Similarly the ILGWU has a pension fund invested as follows: 


(000,000) 
Ge ss, SiS bk stds Ses : ao ae 
Savings. ; 3.0 
U.S. Government and agency bonds 83.4 
East River housing bonds.......... 4.7 
VA mortgages... 6 es. ¥ 1.0 
SRA Ake ee ‘ata’ aiotean 0.9 
Total net resources. . $96.5 


The high-minded officials (Hillman and Dubinsky) who set up 
these two leading union pension funds in the pioneer days leaned 
over backward to prevent any taint of wrongdoing or possible mis- 
management. The funds were surrounded with safeguards for the 
prevention of “loss” through either individual crookedness or man- 
agerial incompetence. 

Funds were kept in the most conservative type of investment— 
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cash, savings accounts, and Governments. It is fair to conclude that 
early labor leaders were unduly fearful or apprehensive of this new 
capitalistic financial institution. It was a strange, unfamiliar activity, 
Labor leaders of the 1930’s were quite distrustful of what is called 
“Wall Street.” 

This ultra-conservative policy has resulted, however, in depriving 
union members of greatly enhanced benefits. In taking their stew- 
ardship so seriously, these managers have virtually committed an 
economic crime, considering only the sanctity and inviolability of 
the dollar principal. This crime has been all the more aggravated by 
postwar inflation. A more realistic, dynamic investment policy could 
have provided greatly enhanced benefits through the more produc- 
tive investment of these funds. It is submitted that union funds of 
this size are large enough for adequate diversification. They have 

\ the economic characteristics to justify a large portion of the funds 
being invested in common stocks. 

It should be noted that recently the ILGWU has taken steps to 
modernize its fiscal setup by the appointment of Alexander Book- 
staver as comptroller and fiscal manager. 


III. OWNERSHIP AND CONTROL OF FUNDS 


New economic institutions bring changes in concepts, particularly 
with respect to property rights in these new aggregations of wealth. 
Rights in pension funds are now in a state of flux with new patterns 
just beginning to emerge. Many old ideas do not apply, for example, 
the rule against tying up the ownership of property in perpetuity. 

It has long been considered that these pension funds belonged to 
the employer corporation and were the private domain of manage- 
ment. The workers had little or no rights therein. 

Let us analyze the situation for a moment. In the first place for 
a fund to qualify with the Internal Revenue Service as a non-profit, 
tax-exempt organization it must be set up as a definite trust quali- 
fied under state law. The contributions by the employer must be 
unconditionally divorced from the employer corporation and irrev- 
ocably dedicated to the objective of providing retirement benefits. 
This contribution is part of the employee’s wage. This fringe benefit 
is subject to collective bargaining under the National Labor Rela- 
tions Act. The employer corporation and its stockholders have little 
interest in these funds except as their earning capacity enables them 
| to provide pensions to retired employees. These assets are not re- 
ported in audited balance sheets. 

This brings up the question: Who owns these pension funds: (a) 
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the corporation, (b) the union, (c) the stockholders, (d) the present 
workers, (e€) the retired workers, (f) the trustee bank? This, in 
itself, is a major legal study in inchoate legal rights. The banker- 
trustee having the power to buy and sell has only the trustee’s in- 
terest as a stakeholder and has no equitable or beneficial interest 
therein beyond its fee for servicing the fund. 

We have here an almost headless horseman who has been treated 
as the private preserve of the management with virtually no respon- 
sibility to the public or labor, as witnessed by the difficulty of the 
Douglas Committee in getting information about funds operated by 
General Motors and United States Steel.’° 

It is true that pension arrangements can be considered perhaps 
merely as unilateral contractual promises. In fact, rights to said 
pension may not vest until the attainment of a specified age or term 
of service. Are pension funds merely collateral to insure the per- 
formance of the pension promise? 

It is submitted that pension funds belong, at least beneficially, 
to the workers. It has already been pointed out that these pension 
funds constitute a “charitable” trust set up for the benefit of em- 
ployees, past and present. It is believed that the chief reason for 
reticence with respect to disclosure of this aspect of corporate affairs 
is in the adverse effect it might have at the collective bargaining 
table. This, however, can be overemphasized. Informed union nego- 
tiators know what is going on. 

Does it follow from the conclusion that these pension trust funds 
belong beneficially to the workers, past and present, that they 
should have control of them? An essential prerequisite to exercising 
effective control, of course, is adequate publicity and information. 
Can the beneficiary ask the trustee to account for its stewardship in 
the handling of these funds? This means the publication of the as- 
sets, the earnings, and disbursements such as now required by funds 
jointly administered pursuant to the Labor Management Act of 1948 
(Taft-Hartley) and as is done voluntarily by such unions as the 
Amalgamated Clothing Workers and the ILGWU. 


IV. CONCENTRATION OF PENSION FUNDS 


The question has been raised by Berle," Drucker,’* and others, 
as to the concentration of pension funds in the hands of a few people. 
10. Senate Rep. No. 1734 (84th Cong., 2d sess.), Welfare and Pension Plans Investiga- 


tion, Final Report of the Committee on Labor and Public Welfare, pursuant to S. Res. 
225, 83d Cong. (Washington, D.C.: Government Printing Office, 1956). 


ll. A. A. Berle, Jr., The Twentieth Century Capitalist Revolution (New York: Har- 
court, Brace, 1954). 


12, P. F. Drucker, America’s Next Twenty Years (New York: Harper & Bros., 1955). 
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This concentration of pension funds may be considered from the 
point of view of the employer corporation, the workers, or the bank 
trustee. 

Let us pass to the concentration of funds with bank trustees. The 
Mooney report’* provides virtually the only information on the 


concentration of these funds. In 1955 it was reported that New York | 


State banks were trustees for some $8 billion of funds of which 80 
per cent was concentrated in thirteen New York City banks. It was 
also pointed out in the same study that 80 per cent of these assets 
consisted of non-equity securities. 

The questions may be raised: Does this make the banks in essence 
similar to the insurance companies with slight modification for hold- 


ing some equities? Does the nature of a bank, as a general monied 


institution actively participating in the business life of the com- 
munity, make it a more dynamic partner than the quiescent insur- 
ance company whose activities are greatly hedged by restrictive 
statutes? Until we know more about such funds and have greater 
public information it is difficult to evaluate this important aspect of 
financial life. Pension funds should not be private clubs but public 
institutions. 

Let us look at a couple of aspects. Bankers Trust Company is trus- 
tee and thus controls, in a manner of speaking, the huge Bell System 
pension fund of $2.6 billion. Assuming this pension fund constitutes 
about half of their pension fund business, that would give Bankers 
Trust Co. pension funds aggregating $5 billion, or nearly a third 
of the trusteed pension funds. This is indeed a huge concentration. 
We can also compare this with the bank’s resources of $2.7 billion or 
with the bank’s stock equity of $250 million. Thus, although the 
Bankers Trust is one of the largest banks, its major business, in 
terms of total assets handled, is like an iceberg—submerged outside 
the public view and undisclosed in any financial reports. 

Another way of looking at the problem of concentration of pen- 
sion assets is to contrast them with total corporate securities. Table 
8 of Natrella’s SEC study shows that corporation pension funds 
owned some $6.2 billion of stock—preferred and common." This is 
less than 2 per cent of total market value. It is, however, 20 per cent 
of the total holding by financial institutions. Since many of these 
financial institutions think and act alike it may be said that a sub- 
stantial nucleus for the exercise of concentrated power exists as 
opposed to the scattered ownership of individuals. 


13. George A. Mooney, superintendent of banking, State of New York, Pension and 
Other Welfare Plans (1955). 


14. Natrella, loc. cit. 
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AN APPRAISAL OF THE SOURCES AND USES OF 
FUNDS: APPPROACH TO THE ANALYSIS 
OF FINANCIAL MARKETS 


WILLIAM C. FREUND 
Prudential Insurance Co. of America and New York University 


It WOULD BE difficult to exaggerate the influence which the concept 
of Gross National Product has had on the ability of professional 
economists to analyze business conditions. As Solomon Fabricant 


‘ points out in the thirty-sixth annual report of the National Bureau, 


we did not even know in the midst of the depression of the 1930’s 
the severity of the contraction which had taken place. “Even the 
direction of movement of aggregate economic activity from season 
to season, let alone from month to month, was not clear. Some of us 
can recall the wide variety of guesses about the severity of the 
depression current at the time and the uncertainty and fear that 
surrounded individual families, businessmen, and responsible gov- 
ernment officials who had to make their plans and carry on their 
functions in heartbreaking darkness.” Annual estimates of national 
income were not prepared until 1935. Reports of Gross National 
Product and its components did not become available on a quarterly 
basis until the 1940’s. 

Since that time, economists have enjoyed the benefits of a system- 
atic framework on which to build their appraisal of past, current, 
and future business conditions. Today’s typical business forecast 
is set in the mold of GNP, which by convention has become the 
measure of aggregate economic activity. This increasing propensity 
to express business forecasts in terms of GNP bears testimony to 
the usefulness of the national income accounts as a framework for 
economic analysis. 

When it comes to forecasting the condition of the financial mar- 
kets, however, most prognosticators approach the problem with 
considerably more reluctance. The reason is that they have no com- 
prehensive and systematic framework, akin to GNP, on which to 
base their analysis. Those who venture to express opinions on the 
outlook for the capital markets often couch them in such vague and 
general terms as to suggest that they are operating in the same sort 
of darkness as confronted the business analyst during the pre- 
national income era. 


275 








276 The Journal of Finance 


A beginning has now been made in building a framework for the 
analysis of financial markets. Over the past few years, a small num- 
ber of people, often working independently, have been attempting 
to appraise in a systematic manner the forces affecting movements 
in interest rates. The result of theit work has become known various- 
ly as the “Sources and Uses of Investment Funds,” the “Sources 
and Uses of Credit and Capital,” or, more awkwardly, as “Net 
Changes in the Outstanding Volume and Ownership of Credit In- 
struments.” These people, however, have been associated mostly 
with business concerns and other organizations whose main objec- 
tive was to devise methods to aid in the formulation of internal 
policies.’ As a result, our professional journals have so far carried 
little on the subject, and they have contained no critical evaluation 
of the conceptual and statistical basis of the “Sources and Uses” 
technique.” 

The Sources and Uses approach is employed for two main rea- 
sons: first, to study the past in the hope of getting better insights 
into the factors and relationships which govern conditions in the 
financial markets; second, and probably equally important to most 
of the organizations now employing the Sources and Uses technique, 
to help them anticipate the direction and the approximate magni- 
tude of interest rate changes. 

One of the early variants of the technique was developed by the 
United States Treasury Department as a tool of analysis in Treasury 
borrowing problems.* Another pioneer in the development of the 
approach was the Life Insurance Association of America, which still 
prepares periodic summary statements and forecasts for circulation 
to member life insurance companies. Several Wall Street firms, 
among them Scudder, Stevens and Clark (an early contributor to 
the technique), employ the approach to forecast for the year ahead 
the volume of financing and the trend of interest rates. The Federal 

1. Prominent in this development have been the Life Insurance Association of America, 
the Bankers Trust Company, a handful of other business concerns, such as the Pruden- 
tial Insurance Company, and the Federal Reserve System. The National Bureau of Eco- 


nomic Research has been concerned with the technique for ex post analysis only. Refer- 
ences to the subject are found primarily in unpublished reports. 


2. Among the few published references are: “Capital Sources and Uses,” abstract of 
panel discussion by Ezra Solomon, Journal of Business, IX (April, 1954, Part II), 33- 
37; Sally Ronk, “Analysis of the Sources and Uses of Investment Funds,” Commercial 
and Financial Chronicle (May 16, 1957) ; “The National Bureau’s Postwar Capital Mar- 
kets Study,” Journal of Finance, XII (May, 1957), 121-66; and Jules I. Bogen, “The 
Bond Market Puzzle,” Commercial and Financial Chronicle (September 21, 1957). 


3. R. Duane Saunders, “The Development of the Flow of Institutional Savings in the 
Analysis of Treasury Borrowing Problems,” Journal of Finance, XI (May, 1956), 277-87. 
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Reserve System prepares Sources and Uses projections to aid in the 
formulation of monetary policies.‘ Probably the prime mover in 
stimulating interest in the approach has been the Bankers Trust 
Company. Under the guidance of Dr. Roy Reierson and Mrs. Sally 
Ronk, the Bankers Trust Company has for a number of years in- 
vited experts in the major fields of investments and finance to lunch- 
eon meetings to discuss (off the record) the outlook for the major 
sectors of the financial markets. During 1956 over one hundred ex- 
perts participated. Although each year the Bankers Trust Company 
absolves the panel members from any forecasting responsibilities, 
there is little doubt that the information and judgments developed 
at these meetings contribute heavily to the figures incorporated in 
the actual forecast. The final Sources and Uses statement is printed 
in a booklet called The Investment Outlook, along with a discussion 
of the considerations which went into the forecast of each of the 
accounts. 

The primary purpose of this paper is to discuss the merits and 
the deficiencies of what, for the sake of brevity, will be referred to 
as the Sources and Uses approach or the Sources and Uses state- 
ment. But its purpose is also to bring the subject to a larger number 
of persons in the field of economics and finance, to stimulate their 
interest, and to encourage further research in this area. 


THE Basic APPROACH 


It is important, at the outset, to bear in mind the distinction be- 
tween the type of Sources and Uses statement discussed in these 
pages and others bearing similar names. It differs from the Sources 
and Uses of Funds statement prepared by accountants for individual 
firms, sometimes called the Statement of Application of Funds, since 
the statement considered here deals with the over-all financial mar- 
kets, not with a single firm. More important, the Sources and Uses 
statement should not be confused with the compilation of the Sources 
and Uses of Corporate Funds, prepared semiannually by the United 
States Department of Commerce. The Commerce Department tabu- 
lation, although similar in concept to the one discussed here, en- 
compasses only the corporate sector of the economy and entirely 
omits unincorporated businesses, banks, insurance companies, con- 
sumers, and government. Nor should the statement discussed here 
be confused with the Flow of Funds accounts which are now pre- 


4. The Annual Report of the Federal Reserve Bank of New York usually presents a 
summary of the Sources and Uses of credit and capital provided during the previous 
year. 
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pared annually by the Federal Reserve System. Again the distinction 
is one of comprehensiveness. The Flow of Funds accounts are not 
limited to financial transactions and therefore employ sector classi- 
fications very much broader than those found in the Sources and 
Uses statement. 

The over-all statement of the Sources and Uses of credit and capi- 
tal seeks to summarize the effective demand for funds coming to the 
financial markets over a period of time and the sources from which 
these funds were drawn. Although the precise statements prepared 
by various organizations differ in their definitions and even in their 
components, the conceptual framework is generally the same. It 
includes on the demand side the new funds secured by business firms 
through bank borrowing and the sale of new stocks and bonds; by 
individuals through bank loans and mortgages; and by federal, state, 
and local governments through the issuance of debt instruments. On 
the supply side is shown the total amount furnished by savings insti- 
tutions—life insurance companies, savings and loan associations, 
mutual savings banks, and fire, casualty, and marine insurance com- 
panies—as well as by corporations, individuals, and banking system, 
and other sources. Only their purchase of the various types of in- 
struments listed on the demand side is considered. 

The basic approach is illustrated in Table 1, which presents a 
condensed version of a typical Sources and Uses statement for the 
years 1955 and 1956. 

The foregoing statement summarizes the expansion of both short- 
term credit and long-term capital. It may seem strange, at first, to 
treat the money market and the capital market jointly. The reason 
these two sectors are lumped together is that they are considered 
part of an over-all market for funds. Within this over-all market 
are unifying forces which tend to prevent the short-term and long- 
term sectors from developing markedly divergent trends. While the 
gap between short- and long-term rates may widen or narrow over 
time, depending upon relative pressures, the direction of movement 
among the whole constellation of interest rates tends to be uniform, 
reflecting the interdependence of all segments of the financial mar- 
kets.° Both on the sources and the uses side of the statement, funds 

5. In the general constellation of interest rates there are of course some rates which 
are more flexible than others and which exhibit greater swings in their fluctuations. But 
this observation in no way denies the existence of equilibrating forces operating within 
the financial markets. For an excellent study of the interrelatedness of interest rates on 
debts of varying maturities, cf. “The Term Structure of Interest Rates,” by J. M. Cul- 


bertson, Quarterly Journal of Economics, LXXI (November, 1957), 485-517. Dr. Cul- 
bertson shows that short-run movements in yields on short-term and long-term debt 
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can shift to take advantage of significant interest rate differentials. 
On the supply side, commercial banks, the central bank, individuals, 
and to some extent institutional investors are free to place their 
funds in instruments of varying maturities and thereby to contain 
the spread between short- and long-term rates. On the side of de- 
mand, corporations, municipalities, states, and the Treasury usually 
have a considerable latitude in deciding on the maturity dates of 
new security issues. Their decision to float short-term, intermediate, 
or long-term instruments will depend upon conditions in the finan- 
cial markets and the terms most advantageous under the circum- 
stances. In 1956, for instance, many corporations financed their 


TABLE 1 


SOURCES AND USES OF CREDIT AND CAPITAL* 
1955 AND 1956 
(Billions of Dollars) 














1955 1956 
Demand 
Business. . . 16.7 15.3 
Individuals. . ae 19.7 15.4 
Government. 4.4 — 3.0 
40.8 ye 
Supply 
Financial institutions (excl. commercial banks)... 14.0 12.0 
Corporations. .... oa rae’ — 2.5 
Corporate pension funds. 2.3 2.4 
Foreigners.......... reper 1.3 0.5 
States and localities a 1. 
ee ee eer 5.4 5.0 
FNMA, VA, and other direct ‘US. government 
mortgage loans. 0.5 0.8 
Federal Reserve banks .- 0.1 0.1 
Individuals and others . 8.4 8.1 
40.8 rs ie 














* Adapted from a study prepared by the Life Insurance Association of America for distribu- 
tion to member companies. Cf. Joint Investment Bulletin, No. 290 (January 23, 1957) and later 
issues. 


plant and equipment expenditures through bank loans with the in- 
tention of funding the debt at a later time. Obviously, then, the 
forecaster of long-term interest rates must consider such shifts to the 
short-term market, if for no other reason than to determine the 
share of funds which the long-term market will be called upon to 
supply. 

have generally been simultaneous and in the same direction. While movements in short- 


term rates have been much the wider in amplitude,*in both absolute and relative terms, 
there is no evidence of a lead-lag relationship. 





VETTE 
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The Sources and Uses statement is designed to include only the 
final supply and demand for funds. By “final” is meant the ultimate 
establishment of a market by those who supply funds and those who 
use funds in the purchase of real goods and services (but not neces- 
sarily current output). Transactions involving solely financial claims 
are excluded. For instance, the deposit of money by an individual 
in a mutual savings bank, or any flow of funds between individuals 
and financial intermediaries, could be thought of as a source and a 
use of funds. But to incorporate both the final and the intermediate 
use of funds in the Sources and Uses statement would lead to double 
counting and to a distorted view of developments in the final mar- 
kets for credit and capital. For this reason, the Sources and Uses 
statement should, and generally does, omit such intermediate finan- 
cial transactions as the purchase of mutual fund shares or the ex- 
tension of loans to mortgage companies.® 

On each side of the Sources and Uses statements only net changes 
“are considered. For example, during 1955, corporate bonds out- 
standing increased by $4.5 billion. (This total is included in the 
$16.7 billion of new demand shown next to the caption “Business” in 
Table 1.) The amount of $4.5 billion represents the net increase 
furnished to corporations through their sale of bonds. The Sources 
and Uses statement does not show the $6.5 billion in gross borrowing 
undertaken by corporations during 1955, nor the $2 billion in bond 
maturities and redemptions which must be deducted from the gross 
amounts to arrive at the net expansion of $4.5 billion. 

Of course, the net concept applies equally on the supply side of 
the statement. Instead of showing the gross increase in the holdings 
of institutions and individuals, only the net purchases of invest- 
ments, apart from retirements and repayments, are listed.’ To bal- 
ance the demand for corporate funds, the supply side too must show 

6. Some of the most prominent Sources and Uses statements, however, are not always 
consistent in this respect. For example, to avoid duplication the Bankers Trust Company 
carefully omits mutual funds from its compilation, but includes the operation of sales 
finance companies and consumer finance organizations. To avoid double counting, either 
the loans of the latter two should be omitted or their security issues and bank loans 
should be removed. The Life Insurance Association of America includes not only second- 
ary consumer finance firms but all net extensions of trade credit among business firms. 
Since trade credit reflects “relending,” these funds are made to appear twice. In fairness 
to these organizations, however, the reader’s attention is directed to the frequent statis- 
tical obstacles in the way of “pure,’”’ unduplicated totals. For instance, if consumer credit 
is supplied by corporations out of retained earnings, it should be shown; however, if the 


source for the corporate extension of consumer credit is a bank loan, it should be ex- 
cluded. Unfortunately, no such statistical breakdown exists. 


7. For some purposes, it would be desirable to have a statement showing the gross 


flow of funds. In that way, it would be possible to distinguish between the incurrence 
and the repayment of debt, between the acquisition and disposition of all kinds of securi- 
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a net increase of $4.5 billion. It is possible to trace this total to the 
specific sources of funds shown in Table 2. 

The Sources and Uses Statement shown in Table 1 is a simplified 
version of the statements actually compiled by various business 
firms and financial institutions. Although the prepared statements 
differ among themselves in a number of important ways, they gen- 
erally show in considerable detail the sources of funds for each type 
of security and debt, and the uses of funds for each supplier of 
credit and capital. For example, the composite statement for 1956, 
prepared by the Life Insurance Association of America (and modi- 
fied only slightly by this author), is shown in Table 3. 

This more detailed statement shows the specific application of 
funds by type of investment for each of the major groups of sup- 


TABLE 2 
SOURCES OF FUNDS FOR CORPORATE BONDS, 1955 
(Billions of Dollars) 
Financial institutions....... Pr se eee ree oe 
Life insurance companies. . 


1.8 
Mutual savings banks. . —0.2 
Commercial banks... ... —0.1 


Corporate pension funds. . 1.0 
States and localities... . 0.6 
Individuals and others... 1.4 

4.5 


! 


pliers. That is, for each type of asset, such as mortgages, bonds, 
stocks, bank loans, and government securities, the specific source 
of funds is listed. 

Similarly, for each supplier, the specific type of net new asset 
acquired is shown. This method of constructing the statement, that 
is, the simultaneous entry of each amount as both a use and a source 
of funds, assures a balance between the two sides of the statement. 
Of course, conceptually as well as statistically, the amount of de- 
mand actually satisfied in the financial markets must equal the 
funds actually supplied. 

To derive its composite Sources and Uses table, the Life Insur- 
ance Association of America, in much the same way as others who 
compile this statement, first draws up a separate Sources and Uses 





ties, and between the creation of new assets and transactions in the existing stock. How- 
ever, the data now available are inadequate for the construction of a complete gross flow 
statement. Cf. Raymond Goldsmith, “The National Bureau’s Postwar Capital Markets 
Study,” Journal of Finance, XII (May, 1957), 123. 
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statement for each of the major segments of the financial markets. 
These include the main suppliers and users of funds—life insurance 
companies, savings and loan associations, mutual savings banks, fire 
and casualty companies, pension funds, corporations, the govern- 
ment, the Federal Reserve System, and states and municipalities. The 
Sources and Uses statements prepared for the financial institutions 
are based upon their composite balance sheets, as assembled by gov- 
ernment agencies or trade associations. The net annual changes in 
the liabilities of the financial institutions are considered sources of 
funds, while the net annual changes in their assets represent uses.* 
The statements for other sectors of the financial markets are based 
upon similar techniques and references. The final and comprehen- 
sive statement of the supply and demand for capital and credit is 
then obtained by summing selected components of these subsector 
statements. For example, the external financing needs of corpora- 
tions in the over-all statement are taken from the separate compila- 
tion of Sources and Uses of corporate funds, as prepared by the 
Department of Commerce. 

The Sources and Uses statements differ quite considerably in the 
amount of their statistical detail. For example, the Bankers Trust \ 
Company omits from its table the market for government securities | 
and the impact of Federal Reserve policies on this market.® It pre- 
fers instead to consider this market and its effects separately. The 
Life Insurance Association of America, on the other hand, includes 
the net increase in the government debt as a demand for funds and 
the net acquisition of federal debt by individuals and institutions | 
as a source. It also includes the net extension of trade credit and | 
the increase in non-instalment consumer credit, whereas the Bank- | 

8. For a more detailed explanation, cf. Life Insurance Association of America, Joint 
Investment Bulletin, Nos. 209 (May 28, 1954) and 290 (January 23, 1957). 


9. It should be noted that it is necessary to consider all net new purchases and sales 
of government securities by the central bank, since such transactions directly affect the 
supply of new funds. If, for instance, the Federal Reserve System purchases newly issued 
government securities, it furnishes funds directly to the Treasury, and thereby serves 
to meet a part of the demand shown in the Sources and Uses statement under the caption 
“U.S. Governments.” Should the Federal Reserve purchase already outstanding securi- 
ties, say from a life insurance company, the supply of new funds would also increase, 
although the process would be more roundabout. In this case, the life insurance com- 
pany, by selling government securities to the Federal Reserve, would show a net decrease 
in its earning assets, offset by the corresponding increase in the holdings of the Federal 
Reserve. At this point, the supply of funds would remain unchanged. But the life in- 
surance company will not retain the proceeds of the sale in the form of cash, since it is 
under pressure to convert its available funds into earning assets. It will, instead, buy new 
securities or acquire new mortgages, thereby satisfying a part of the new demand coming 
into the market. 
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ers Trust Company deliberately omits both these items.*® Despite 
these technical differences, however, the fundamental concepts are 
the same. 

It will be recalled that the Sources and Uses approach is designed 
to aid in the analysis of the past and in preparing projections of the 
future. How does one go about using this technique to analyze what 
has happened in the financial markets? For instance, what light does 
the statement shed on developments which occurred in the financial 
markets during 1956? 


Ex-post ANALYSIS 


Between mid-1955 and mid-1956, interest rates rose on a broad 
front. Treasury bill rates went from 1.43 per cent to 2.53 per cent; 
long-term Governments rose from 2.76 per cent to 2.89 per cent; 
and Moody’s AAA corporates increased from 3.05 per cent to 3.27 
per cent. 

At the same time that interest rates increased, the over-all demand 
for funds went down. As Table 1 shows, the total amount of demand 
satisfied in the financial markets during 1956 amounted to $27.7 
billion, compared with $40.8 billion in 1955. How can the apparent 
moderation in the realized demands for funds between 1955 and 
1956 be reconciled with the tightening in money-market conditions 
during this time? 

There are two reasons for this apparent contradiction, and they 
illustrate vividly the care which must be exercised in interpreting 
the Sources and Uses statement: 

1. The over-all totals of supply and demand are without any ana- 
lytical significance unless they are adjusted for minus items. For 
example, during 1956, business concerns drew heavily upon their 
reserves of liquidity to finance the purchase of plants, equipment, 
and inventory. As a result, a good part of the financial needs of 
American business during 1956 was met not by a larger increase 
in borrowing but by a liquidation of short-term government securi- 
ties. Instead of furnishing the financial markets with nearly $8 
billion in net new funds, as they had done in 1955, corporations 
now liquidated $2.5 billion of their holdings. The $2.5 billion ap- 
pears in Table 1 as a negative supply factor, although it was actually 
an alternative to borrowing or an addition to demand. Similarly, if 
the over-all totals are to have any meaning, the net repayment of 

10. The differences between the Bankers Trust and the LIAA models are explained 


in a memorandum prepared by Mrs. Judith Mackey of the LIAA, dated July 12, 1957, 
and circulated to members of the LIAA Subcommittee on Monetary and Fiscal Policy. 
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the publicly held government debt should appear as a source of 
funds, instead of as a negative demand. 

2. But even if an adjustment is made for the minus items in the 
Sources and Uses statement, there was still a drop in over-all de- 
mand during 1956, albeit of more moderate proportions. The ap- 
parent contradiction between the movement of interest rates and 
the demand for funds remains. Students of the Sources and Uses 
approach found 1956 a particularly difficult year to interpret be- 
cause, contrary to prior years, there seemed to be a relationship 
between total demand (adjusted for minus items) and interest rates. 
Of course, in any supply-demand analysis both sides of the state- 
ments must be considered. While it is true that demand tends to be 
the more volatile element to which supply attempts to adjust, the 
supply side too has its unstable factors. Corporations were among 
the most volatile suppliers during 1956. The decline in total supply 
reflected the stringency in the financial markets. It is important to 
bear in mind that the Sources and Uses table only summarizes the 
end result of prevailing pressures; it does not show the process by 
which these pressures are accommodated. During 1956, financial 
institutions as well as business firms found themselves near the limit 
of their capacity to incur liabilities. Their liquidity had reached a 
postwar low. During such a period, even a relatively small increase 
in supply and demand can lead to relatively large increases in yields 
on new issues. In other words, the increase in supply and demand 
must always be related to the liquidity position of the financial 
community. 

It is clear, therefore, that the over-all totals in the Sources and 
Uses statement are significant only in the light of a careful study of 
developments in each of the major sectors. By studying the impor- 
tant changes in the component parts of the Sources and Uses of 
funds, the analyst can gain insights into developments in the market 
for credit and capital. It is only in this way that the approach facili- 
tates the study of past trends and relationships and aids in revealing 
changing patterns of financial needs and resources. 

An interesting and important approach to the interpretation of 
Sources and Uses statements is employed by the Bankers Trust 
Company and by a number of other organizations. Their Sources 
and Uses statement contains a residual supply category called “In- 
dividuals and Others.” This item is a necessary statistical residual 
which reflects the inability to refine the various sources of funds 
beyond the detail shown in Table 3. The amount entered under 
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“Individuals and Others” is a marginal supply of funds in the sense 
that it represents the sum of money required to strike a balance 
between the sources of funds and the total uses of credit and capital. 
/It includes, besides an unknown quantity of statistical error, the 
| funds furnished by individuals, unincorporated businesses, and non- 
| profit organizations. Observation of the movement of this residual 
| over time shows that the residual has analytical significance. This 
‘ category has, it seems, provided a sensitive gauge of the pressures 
existing in the financial markets. During the years 1950-56, the 
residual computed by the Bankers Trust Company fluctuated as 
shown in Table 4. 
It may be seen that the residual source of funds tended to fluctu- 
ate directly with conditions in the financial markets. After the 


TABLE 4 


RESIDUAL SUPPLY OF FUNDS PROVIDED 
BY “INDIVIDUALS AND ALL OTHERS” 


Amount 
Year (Billions of Dollars) 
1950. 1.4 
1951.. ncaa ee 2.2 
ee 2.9 
1953... 4.8 
3904...... 2.7 
1955... 4.5 
ee ee - 


Source: Bankers Trust Company. 


Accord of 1951, the residual rose along with the general advance in 
money rates. It continued to rise gradually during 1952, and more 
sharply during 1953, again mirroring the tightening in the general 
level of interest rates. The recession of late 1953 and 1954 brought 
with it a general relaxation of money-market conditions and a more 
than 40 per cent fall in the amount of the residual. The upturn in 
the cost of money during 1955 and 1956 again had its counterpart 
in the residual category called “Individuals and Others.” 

The apparent sensitivity of the residual to changing pressures in 
the financial markets has been explained as follows: “In periods of 
eased demands for funds, institutional investors, who must aggres- 
sively seek investment outlets, bid security prices up, thereby vir- 
tually freezing individuals and other investors out of the capital 
markets. Contrariwise, in periods of high demand, the aggressive 
search for funds appears to bring out marginal investors. Further- 
more, as higher yields reflect the imbalance between regular sources 
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of funds and current demands, individuals, who might not normally 
seek investment outlets in bonds or mortgages, may be attracted to 
the capital markets.”"* In other words, the residual “Individuals 
and Others” appears to be an interest elastic sector of the economy. 

Commenting in a similar vein, Professor Jules Bogen recently 
urged the adoption of the concept of residual or marginal supply to 
indicate conditions in the capital markets. In an address dealing 
with the outlook for long-term interest rates, he argued that the 
difference between institutional funds and the total demand for 
investment funds represents an invaluable clue to changes in bond 
prices. He said: “I would suggest that we call the difference be- 
tween the flow of funds to major financial institutions and the total 
amount of money needed to absorb the bonds and mortgages that 
are offered the institutional savings gap. The size of that gap is 
about as reliable an indicator of what is happening or what is about 
to happen in the bond market as any other single figure. . . .””* 

To interpret the Sources and Uses statement, it is important to 
evaluate supplementary data not directly involving the financial 
markets. The need to consider liquidity has already been mentioned. 
Another factor, also highlighted by the experience of 1956, is the 
velocity of the money supply. Between 1955 and 1956, the actual 
supply of money increased by only 1 per cent, compared with 2.7 
per cent in the previous year. But the effective supply of money was 
increased considerably more. This was due to the fact that the in- 
come velocity of money increased by over 4 per cent, while debits 
to adjusted demand deposits (outside New York City) rose at a rate 
of nearly 7 per cent. Thus, the expansion in total output was made 
possible not solely by the increase in the actual supply of funds but 
by a higher velocity of the money stock. Yet this rise in the turnover 
of money cannot be discerned from a study of the Sources and Uses 
statement. 

EXx-ANTE ANALYSIS 


In addition to its usefulness for historical analysis, the Sources 
and Uses statement facilitates the forecasting of conditions in the 
financial markets. It is true that most of the organizations which 
prepare regular projections of the Sources and Uses of funds empha- 
size that they do not pretend to be able to forecast interest rates 
with this technique but use it only to gauge the general pressures 
likely to confront the financial markets. They consider the approach 


11. Sally S. Ronk, Commercial and Financial Chronicle, May 16, 1957. 
12. Bogen, op. cit. 
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too aggregative to be of much help in predicting precise changes in 
various rates. Despite their modesty, however, the forecasters do in 
fact use the method to anticipate the direction and the approximate 
magnitude of movements in the general level of interest rates. A 
second purpose, although of lesser importance, is to anticipate 
changes in relationships among the various components of supply 
and demand. For example, the statement may provide an advance 
indication that commercial banks will furnish a lesser proportion of 
the total supply; or it may reveal that mortgages are likely to play 
a lesser role on the side of demand. 

The actual forecasting procedure must begin with some assump- 
tions about the outlook for business conditions, since this will in 
large measure determine the demand and supply of credit and capi- 
tal. For each of the major sectors—business, government, and indi- 
viduals—the business forecast must, in some ad hoc fashion, be 
translated into a forecast of the Sources and Uses of funds. To be 
more specific, the forecast of, say, the housing industry must be 
converted into a forecast of the net new demand for residential 
mortgage loan funds. Each year, the Bankers Trust Company asks 
its panel of experts to discuss the outlook for new construction, for 
the turnover of existing homes, and finally, on the basis for these 
expectations, for the amount of mortgage recordings. 

From the gross total of mortgage loans is subtracted some antici- 
pated amount of repayments on residential mortgage debt. The 
difference between recordings and repayments is entered in the 
Sources and Uses table as the net increase in residential mortgage 
demand. This amount is then allocated among the various suppliers 
of mortgage funds, including insurance companies, mutual savings 
banks, savings and loan associations, commercial banks, federal 
agencies, and individuals. Similar procedures are used to estimate 
the net increase in all other investment instruments. 

The two sides of the statement will balance so long as each de- 
mand is entered simultaneously on the supply side and the demand 
side of the summary table. But the existence of balance is no assur- 
ance that the projected demand can actually be supplied. The next 
step, therefore, is to consider, independent of demand, the amount 
of money likely to be furnished to the financial markets by the 
various suppliers of funds. At this stage it may be found, for in- 
stance, that life insurance companies will be unable to furnish all 
of the funds implied by the first approximation of demand. If this 
occurs, it becomes necessary to iterate the process of estimation, 
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that is, to reduce demand to a level at which it will be in line with 
the amount of funds expected to be forthcoming. 

The statistical problems confronting the forecaster are consider- 
able, and they introduce the possibility of very large error margins. 
One such difficulty is that the series which go into the preparation 
of the Sources and Uses compilation are drawn from a large number 
of governmental and private sources, and therefore are not always 
consistent. For example, life insurance companies value stocks on 
the basis of year-end market quotations, whereas the net new issues 
on the demand side reflect the proceeds obtained by the issuing 
corporations. An even greater statistical problem is the lack of any 
reliable data for the supply of funds by individuals. Those who ob- 
tain the category “Individuals and Others” as a residual leave all the 
statistical errors of the statement to be absorbed by this account. 
Those who use the SEC compilation on individual savings depend 
on relatively unreliable and frequently revised figures, which them- 
selves constitute a residual. In either case, the data on the supply of 
personal funds tend to be highly erratic. Although no one knows the 
statistical margins of error involved, the forecaster must bear in 
mind the possibility of the statistical errors exceeding in magnitude 
the net changes in the over-all supply and demand for funds. There- 
fore, the forecaster is warranted in drawing conclusions only if the 
magnitudes of the annual changes are large. 

In the past, projections of the Sources and Uses of funds have 
been generally prepared on an annual basis only. Unfortunately, in- 
terest rates do not confine their movements to an annual basis but 
often reverse their pattern during shorter periods. Seasonally ad- 
justed semiannual or quarterly forecasts would of course be desira- 
ble, but the inadequacy of current statistics precludes the realiza- 
tion of this goal. Even annual forecasts are handicapped by the slow 
reporting of statistics, and for some accounts it is necessary to esti- 
mate past data on the basis of only six or nine months’ preliminary 
information. 


AN EVALUATION OF THE APPROACH 


The value of the Sources and Uses framework for ex-post analysis 
is now being put to a careful test. A group of scholars at the National 
Bureau of Economic Research, headed by Dr. Raymond Goldsmith, 
is studying the flow of funds through the financial markets on a 
quarterly basis for the years 1953, 1954, and 1955. These financial 
data are being scrutinized in an attempt to make them disclose signif- 
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icant relationships and trends. The results will be awaited with the 
greatest interest by economists concerned with the Sources and 
Uses technique. 

But what of the usefulness of the Sources and Uses framework in 
forecasting? One thing is clear: it cannot be judged simply by evalu- 
ating the accuracy of the forecasts based upon this technique. There 
are so many factors which bear upon the success of forecasts that it 
would indeed be naive to assign all the credit, or all the blame, toa 
method which claims only to arrange the pertinent factors in an 
orderly way. Forecasting is an art, and while finer tools of analysis 
can do much to improve accuracy, the skill and luck of the forecaster 
are still paramount. The value of the Sources and Uses technique in 
forecasting therefore must be considered in terms of its conceptual 
merits and shortcomings, not on the basis of the relative accuracy 
of the actual forecasts employing the technique. 

The primary purpose of Sources and Uses forecast is to give an 

, indication of the outlook for the general level of interest rates. But 
| the factors of supply and demand which must be anticipated in order 
to construct the Sources and Uses table are themselves partly de- 
pendent upon interest rates. Thus, any projection of the Sources 
and Uses of funds must be based, either implicitly or explicitly, upon 
{some assumption as to the level of interest rates during the fore- 
cast period. The circularity of reasoning is obvious: it is difficult to 
make a sound projection of interest rates when interest rates them- 
selves constitute one of the independent variables in the forecasting 
‘ technique. 

On the surface, this dilemma seems to be insoluble. If the fore- 
caster must make some assumption about interest rates to arrive at 
estimates of the Sources and Uses of credit and capital, there seems 
little point in using the Sources and Uses approach to predict in- 
terest rates. Yet this is the same problem that afflicts all business 
forecasts. The determinants of business activity are interdependent 
and should be solved simultaneously. In the financial markets, the 
same sort of interdependence exists. The amount of commercial bank 
credit depends upon member bank reserves which in part are a func- 
tion of central bank policy. Federal Reserve policies in turn depend 
to some extent on money-market conditions, including the supply of 
commercial bank credit.’* Unfortunately, we cannot simply grind 

13. One of the really difficult problems confronting the forecaster is to estimate the 
amount of funds which the commercial banks will provide. The supply of funds fur- 


nished by institutional investors other than commercial banks tends to be quite stable 
from year to year. In contrast, the swings in commercial bank loans and investments are 
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out answers to a number of simultaneous mathematical equations 
even with a modern battery of machines for data processing and 
computing. For one thing, we simply do not have the needed all-in- 
clusive formulas; besides, in a dynamic economy the factors making 
for change are so numerous that the equations applicable last year 
are likely to be less than adequate for forecasting the next. 

The truth is that in all business forecasting it is necessary to solve 
for conditions of general equilibrium by means of partial analysis. 
The same limitations that apply to forecasting in general also at- 
tach to the Sources and Uses approach. Business forecasters general- 
ly attempt to minimize the problem of interdependence by means of 
successive approximations, that is, by testing the consistency of a 
model, and by revising it, if necesary, until it becomes both reason- 
able and consistent. As applied to the financial markets and interest 
rates, this means that the forecaster begins by making some assump- 
tions about the general business outlook and about the general level 
of interest rates. On this basis he gets some impression about the 
demand for funds relative to the supply. At this point, the existence 
of a gap would itself be very useful information in gauging the pres- 
sures likely to prevail in the money and capital markets. After the 
first round of estimating, it may be necessary to revise his prelimi- 
nary assumptions. He may find, for example, that the demand for 
funds will so far exceed the supply that only a rise in interest rates 
can establish a balance. He may therefore revise his estimates of the 
Sources and Uses of funds by assuming a somewhat higher constella- 
tion of interest rates and a somewhat smaller demand, or a larger 
supply. At some point in this process of iteration, he arrives at esti- 
mates of the Sources and Uses of funds which appear to be consist- 
ent with his assumptions about business conditions and interest 
rates. 


An additional difficulty with the Sources and Uses approach is ; 
that little is known about the interest elasticity of the supply and | 





demand for funds. There is a general presumption that higher in-| 


terest rates, like higher commodity prices, will reduce demand. But 
it is quite possible for demand to respond perversely under certain 
circumstances, that is, for rising interest rates to encourage the ex- 
pectation of further rises and thereby to stimulate additional de- 





usually very large. In 1952, for example, the commercial banks supplied $9.1 billion to 
the financial markets; in 1953 the amount was down to $4.3 billion; in 1954 it was up to 
$10.3 billion; and in 1955 it again fell to $5.4 billion. Behind these figures lies the insta- 
bility of business demand for bank credit, the changing policy of the Federal Reserve 
System, and fluctuations in the volume of commercial bank time and demand deposits. 


on 
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mand. Similarly, on the supply side, it is not at all certain whether 
higher interest rates encourage saving at all times. If the purpose of 
saving is to enable consumers to smooth out their level of consump- 
tion over a lifetime, higher interest rates would permit the realiza- 
tion of this objective with a lesser propensity to save. 

Clearly, we do not know enough about the effect of changing in- 
terest rates on the conditions of supply and demand in the financial 
markets, nor about the other determinants of these functions. One 
possibility is that psychological factors play a large part in the fi- 
nancial markets.** Another is that interest rates respond not only to 
the actual supply and demand for funds flowing through the finan- 
cial markets but to the pressure of latent or unsatisfied demand. For 
example, some of the rise in interest rates during 1956 was undoubt- 
edly due to the pressure of potential demand—to the mounting 
backlog of financial needs which at prevailing rates remained un- 
satisfied. When interest rates tighten, a certain amount of selective, 
non-price rationing occurs. Interest rates during 1956 rose not only 
because of the factors shown in the Sources and Uses statement but 
because of the knowledge that at prevailing rates the demand ex- 
ceeded the supply. Obviously, the Sources and Uses statement can- 
not take account of the effect of unsatisfied demand. 

Among the most difficult problems facing the forecaster of interest 
rates is that of dealing with a market which is not free to adjust its 
price in response to changes in the amount of private supply and 
demand. The final arbiter of money-market conditions is the Federal 
Reserve System. It has the power to nullify or to reinforce the pres- 
sures bearing upon the financial markets. Here, then, is the most 
serious dilemma of all. If it is true that the Federal Reserve System 
holds the balance of power over the future course of interest rates, 
why bother at all to forecast the supply and demand for credit and 
capital? Why not simply forecast interest rates by anticipating the 
likely course of Federal Reserve action? The reason for not fore- 
casting Federal Reserve policies directly is that economists have not 
yet developed any reliable techniques for mind-reading. The next 
best thing, however, is to forecast the Sources and Uses of funds 
which would emerge in the absence of any change in Federal Re- 
serve policies and to evaluate the pressure likely to exist under these 
circumstances. The forecaster can then formulate hypotheses about 
Federal Reserve actions and their effects on the financial markets. 


14. Irwin Friend, “Shortage or Surplus of Funds to Finance Business, Discussion,” 
Journal of Finance, XII (May, 1957), 281. 
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In short, the analyst proceeds precisely as does the Federal Reserve 
System itself in deciding upon a course of action. He projects the 
non-central bank supply and demand for funds and the pressures 
which these would exert on the capital markets. With this informa- 
tion, and in the light of assumptions about the business outlook, he 
is in a better position to anticipate the course of Federal Reserve 
actions and their effects upon the general level of interest rates. 

The Sources and Uses approach, it is clear, provides no magic 
key for forecasting. It does not overcome the major forecasting 
problems which have been discussed here, nor does it reduce in any 
way the need to exercise judgment. What it does is to clarify the 
forces at work in the financial markets and to crystallize the rela- 
tive importance of these forces. The Sources and Uses statement, 
much as the national income accounts, provides a systematic frame- 
work which can be used to assess the major factors affecting the 
state of the financial markets. It provides a means of attaching rela- 
tive weights to the expectations of the forecaster regarding the out- 
look for various Sources and Uses of funds. It permits the analyst 
to compare his detailed estimates for each segment of the capital 
markets against a similar record of the past. It encourages a more 
logical and consistent approach to forecasting by substituting order 
and discipline for random opinions. 

When the National Bureau of Economic Research in the 1930’s 
presented its early studies on national income and capital formation, 
few could have foreseen the tremendous impact which this method 
of ordering economic statistics would have on the entire discipline 
of economics. By providing a comprehensive mold for studying the 
complex pattern and sequence of economic events, it contributed 
heavily to a better understanding of macro-economic processes. The 
Sources and Uses approach, while by no means as important an in- 
novation as national income accounting or nearly as promising in 
its implications, may yet lead to a basic improvement in our ability 
to understand and to forecast the forces underlying the capital mar- 
kets. The development of the Flow of Funds techniques holds par- 
ticular promise in this connection. It is highly significant that a 
Sources and Uses statement can be constructed from the Flow of 
Funds accounts developed by the Federal Reserve System." Al- 

15. This was in fact done by Kenneth M. Wright in two unpublished papers: “Capital 
Markets and the Flow of Funds,” read before the New York Metropolitan Economic 
Association on January 13, 1956, and “Applications of the Flow of Funds Technique to 


Capital Market Analysis,” presented to the New York Chapter of the American Statis- 
tical Association, January 22, 1957. Once the Flow of Funds tables are compiled quar- 


terly, they will become indispensable to an analysis of the financial market. 
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ready the National Bureau of Economic Research is basing its post- 
war capital markets project on an adaptation of the Flow of Funds 
data. If the Flow of Funds accounts are further refined, and espe- 
cially if they are published more frequently than is now the case, 
they could become an invaluable instrument in forecasting condi- 
tions in the financial markets. Indications are that the Flow of Funds 
accounts can be integrated with the national income accounts and 
that this will enable forecasters to prepare Sources and Uses state- 
ments which are at least consistent with their assumptions about the 
business outlook and which are reasonable in the light of historical 
data.*® 

Whatever may be the future of the Sources and Uses approach, it 
deserves the attention of a larger segment of our profession. It de- 
serves to be thought about more deeply, to be investigated more 
thoroughly, and to be discussed more frequently at meetings such as 
this. If it leads only to a more concentrated study and a better un- 
derstanding of the determinants of interest rates, that result alone 
would justify the investment in time and effort. 

16. This research is being carried on by Townsend, Greenspan and Company in con- 


junction with Fortune Magazine. The latter intends to publish a series of articles on the 
results. 
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THE INTERNATIONAL MONETARY SITUATION* 


PER JACOBSSON 


International Monetary Fund 


As YOUR CHAIRMAN mentioned, I have just returned from a journey 
to Europe, where I visited France, Switzerland, Finland, and Sweden 
—and in each case paid close attention to the monetary problems. 
Four months earlier I had made a journey to a number of Latin- 
American countries in connection with the Buenos Aires Economic 
Conference in August, visiting—besides the Argentine—Brazil, 
Chile, and Peru. 

Now there are, of course, many differences between the older Eu- 
ropean and the younger Latin-American countries, but in one re- 
spect I found a pronounced similarity: in Latin America, as in Eu- 
rope, I found that the people in general are getting increasingly tired 
of inflation. This does not only mean that they dislike rising prices; 
that they have done for quite a time. But it means that now they be- 
gin to recognize the reasons for the price increases and thus to feel 
that stable money is something worth striving for, even something 
worth making sacrifices for. It is this feeling that has made it possi- 
ble for the authorities to take steps to defend the currency which 
only a few years ago would have been politically unthinkable. Thus 
the Bank of England has raised the bank rate to 7 per cent, which is 
the opposite to cheap money. In Finland the official discount rate is 
as high as 10 per cent, which it also is in France for any commercial 
bank that exceeds by more than 10 per cent the quota of rediscount- 
ing allotted to it by the Bank of France. 

As far as Latin America is concerned, it is interesting to find that 
the fall in the prices of most of the products which these countries 
sell, leading to difficulties in their balances of payments, has not di- 
minished their desire for currency stability but in several cases has 
led them to take more decisive steps in their struggle against corro- 
sive inflation. 

There seems to have been a change in the climate of opinion al- 
most all over the world. People begin to realize that an inflationary 


_* The paper was presented at a joint luncheon meeting of the American Finance Asso- 
ciation and the American Economic Association in Philadelphia on December 30, 1957. 


The program was under the chairmanship of Marshall D. Ketchum, University of Chi- 
cago. 
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credit expansion may for a while, even perhaps for a few years, 
finance new enterprise but that, when people wake up to the fact that 
their money has a constantly diminishing value—as they inevitably 
do—they will then stop saving. Credit expansion can be no substitute 
for savings: a reliable currency is the only true basis for sustained 
investments. The experiences of Germany and Italy—two countries 
which have carried out cautious monetary policies—prove beyond 
doubt that in our days, with so many inventions to be exploited and 
so many houses and hospitals, schools and roads, needed for a grow- 
ing population, the difficulty is not to find outlets for the available 
savings but rather to increase the flow of savings in each country in 
order to sustain the desirable level of investments. Let us note in 
passing that the Russians know this and, indeed, have put into prac- 
tice a careful non-inflationary monetary policy. In a speech the other 
day in Kiev, Mr. Khrushchev even apologized for the fact that since 
1954 there had been no further price cuts in Russia. 

I have started with these more general observations, for it is 
against the background of an increasingly widespread wish to get rid 
of inflation and to restore orderly monetary conditions that recent 
action by governments and central banks has to be examined. If we 
cast our minds back over the last eighteen months, we find that the 
world has successfully turned two nasty corners in the monetary 
field. 

The first great difficulty that was encountered was in connection 
with the Suez crisis, which led, in particular, to a run on sterling. As 
you know, the International Monetary Fund in December, 1956, 
granted assistance to Great Britain to the tune of $1,300 million 
($561 million as a drawing and $739 million in the form of a stand- 
by, i.e., a line of credit, which has, in fact, not been drawn upon). 
Together with other measures, this assistance helped to arrest the 
run on sterling, and it also enabled the British to avoid going back 
on the liberalization of trade which had been attained. It is often 
said that the Suez crisis was more easily overcome than anybody had 
expected; maybe it would not all have gone so relatively smoothly, 
had it not been for the assistance from the International Monetary 
Fund. 

The second difficulty occurred in the summer of 1957, when there 
arose a state of acute tension over certain European exchange pari- 
ties. There were rumors about a revaluation of the German mark 
and a possible devaluation of other currencies, including, perhaps, a 
widening of the margin for the official quotations of the pound ster- 
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ling. Fortunately, remedial measures were taken by the countries 
concerned. The official discount rate was increased in France, Great 
Britain, the Netherlands, and Sweden; and at about the same time it 
was reduced in Germany, according to the rule that those who lose 
gold and foreign exchange should increase their interest rate, while 
those who gain reserves should lower their interest rate. In addition, 
the annual meeting of the International Monetary Fund in Washing- 
ton in September this year became the occasion of statements by the 
representatives of, in particular, Great Britain and Germany that no 
alterations would be made in the exchange parities. It seems that 
these statements were believed by the markets, for the fact is that 
from that time the German reserves ceased to increase, while funds 
began to flow back to London. In the middle of December, transfer- 
able sterling was quoted at $2.79 = £1, the highest rate since April, 
1954, and well within the margin for the official quotations of the 
pound sterling ($2.78-$2.80). The pound sterling is, in fact, con- 
vertible for all foreign holders at rates within the official margins. 

In the case of the German mark, the turn-around was equally 
spectacular. During the first nine months of 1957, the German gold 
and foreign-exchange reserves had increased by as much as DM. 5.7 
milliard—three-fifths of which occurred in the third quarter (July— 
September, 1957). But by the middle of December, 1957, the same 
reserves of the Bundesbank were no higher (in fact, slightly lower) 
than they had been three months earlier. 

The speculative positions taken in the markets as a result of the 
uncertainties with regard to the pound sterling and the German mark 
in the summer of 1957 probably reached an amount well above $700 
million, one way and another. Some of these positions are probably 
still outstanding—their reversal will presumably take some time. By 
November the pound had passed its seasonally weak period of the 
summer and early autumn and had returned to its normal strength— 
as was to be expected at this time of the year, this now being shown 
in the market quotations. 

Before I turn to some other currencies, it may perhaps be well to 
say a few words about the present prospects of the pound sterling 
and of the German mark. There can be little doubt as to the deter- 
mination of the British authorities to stop inflation and safeguard 
the value of their currency. Since the end of 1949, the money supply 
in Great Britain has risen in all by only about 11 per cent, which is 
much less than in any other country in the world (except Denmark). 
The banks continue to reduce advances, and the government has de- 
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clared that it will not increase the total investments of the national- 
ized industries above the level attained this year. There has been a 
moderation in the rate of expansion in private industry which can be 
characterized rather as a leveling-off than as a setback. There is 
little unemployment, but not quite so strong a demand for labor as 
there was previously. 

It has been the declared policy of the government to prevent a 
general rise in prices, and, as part of that policy, there has to be, at 
least for the time being, no marked increase in wages. Some labor 
unions have made demands for substantial increases, but it seems 
that, in practice, there is a tendency to be more moderate. Perhaps 
the workers and their leaders feel that public opinion would be 
strongly averse to violent industrial disputes and, indeed, not ap- 
prove a policy of wage increases which would result in higher prices. 
It seems that no labor union is anxious to be the first to press its 
claim. I have been told that the situation reminds one of two lines in 
Macaulay’s poem Horatius at the Bridge: “Those behind cried for- 
ward, and those before cried back.” 

As things stand now, the British seem to be able to master their 
internal cost and price problems, but what about the burden of ster- 
ling balances? To finance its development schemes, India has over 
the last year drawn down its sterling balances, and other countries 
will presumably do the same. But Great Britain is a banker for many 
countries, and it is unlikely that the net annual withdrawals will be 
very large. When it is a question of making provisions against such 
withdrawals and, in general, of providing savings for overseas and 
other investments, it is inevitable that the question of economies in 
the budget will arise. Sometimes it is technically and politically easier 
to compress the volume of investments financed through the budget 
than to cut current government expenditure, although a cut in such 
current expenditure would be preferable from many points of view. 

In dealing with the British problems, one has always to remember 
that a country’s capacity to master its problems does not so much 
depend upon how difficult those problems are as on the determina- 
tion, patriotism, and ingenuity with which the authorities and the 
public face the task before them, so that the appropriate solutions 
are found. As it is, the sterling balances serve for the countries who 
own them as a buffer against serious embarrassment in the field of 
foreign trade, especially in a period of recession with an appreciable 
decline in the prices of raw materials and foodstuffs. 

It is all to the good that a country in Germany’s exposed position 
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should have a strong currency and substantial gold and foreign- 
exchange reserves; but, now that such a position has been reached, 
itis not in the interest of Germany or anybody else that the reserves 
should continue to increase at a rapid rate. But is it to be expected 
that the cessation of the increase during the last quarter of 1957 will 
be continued in 1958? 

Undoubtedly, Germany has a strong export position, being still 
able to sell many products at relatively low prices; but this is not the 
whole story. There has been a quite pronounced expansion in the 
money volume in Germany (by perhaps 15 per cent in one year), re- 
flecting in a large measure the higher wages and the increased social 
benefits. Moreover, the public authorities are no longer adding to 
their cash reserves but drawing on the funds already accumulated to 
finance a budget deficit. Moreover, the Bundesbank has not by any 
means completely offset the combined expansionary effect of the 
budget deficit and the foreign-exchange surplus. These factors 
should help to reduce the current German surplus in the balance of 
payments, but it is still possible that Germany will, nevertheless, 
continue to earn a substantial, though reduced, surplus. The German 
authorities, therefore, still have every reason to consider what credit 
measures they can take or what other facilities they can grant, in 
order to lessen, as far as possible, the strain for other countries. It is 
hardly to be expected that the question of the possible revaluation of 
the German mark will be raised again, so on that score there should 
be less embarrassment. 

The Netherlands, too, has had its difficulties this summer. The 
guilder was under pressure, but, with an increase in the official dis- 
count rate and a series of other measures taken, the trend has been 
reversed, the Dutch currency being apparently strong enough to re- 
main relatively unaffected by the recent happenings in Indonesia. 

As far as France is concerned, one of the main difficulties of 
recent years has been the effort to do too many things all at the same 
time. Everybody knows about the struggle in Algeria, which is, of 
course, costly, although it is hard to estimate what the exact costs 
are, especially as there are some offsetting items. But it is perhaps 
less well known that France in recent years has become a highly 
dynamic country, making large forward strides in developing its in- 
dustry and agriculture. This dynamism finds its expression also in 
the birth rate, which in the last two or three years has been even 
higher in France than in Italy. The growing population has, of 
course, added to the demands for more houses, schools, and hos- 
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pitals. Taken together, the resources devoted to these various pur- 
poses have substantially exceeded the genuine savings available in 
France. Internally, therefore, part of the financing has been met by 
credit creation, with the result that, externally, the country’s foreign- 
exchange reserves were very greatly reduced. By the middle of 1957 
it became clear that such a situation could not continue, and a series 
of steps was taken to reduce the budget deficit, to restrain the grant- 
ing of credit, and to replace a complicated system of import charges 
and export premiums by a more simple system equivalent to an 
exchange adjustment. The rehabilitation work has been continued by 
a new government in the late autumn, and France will in January 
open negotiations with the European Payments Union and IMF to 
obtain certain foreign credits, which can bridge the gap until the 
measures taken and still to be taken become fully effective. 

It is interesting to note that the gold and exchange markets al- 
ready appear to have partly anticipated the results of the present 
plans of the French government to rehabilitate the economy—evi- 
dently expecting a fair measure of success. The quotations in the 
unofficial bank-note markets fell from 504 francs to the dollar to 478 
in a fortnight in December; the gold price has fallen corresponding- 
ly; and certain recent market issues have been highly successful— 
subscriptions to a railway loan reached 40 milliard francs instead of 
the 20 milliard that had been expected. It is too early to make any 
definite predictions, but one cannot shut one’s eyes to some distinct- 
ly favorable developments. 

During my journey to Europe I also visited Finland, where an old 
friend of mine, Rainer von Fieandt, had just become prime minister. 
The exchange value of the Finnish currency had been adjusted to 
the rate of the already devalued tourist mark in September, 1957; 
and it was of interest to find out what the results had been. A devalu- 
ation is, of course, not in itself a solution to a country’s difficulties. 
In Finland, however, it had been preceded and accompanied by a 
series of measures which made the home currency scarce, insuring 
increased payments into the Bank of Finland. The autumn is season- 
ally the strong period in the Finnish exchange market; so it was 
natural that the foreign-exchange reserves should increase; but that 
they should go up from the equivalent of 20 to 40 milliard Finnish 
marks within four months was decidedly more than the authorities 
had dared to expect. 

I have here referred to those countries which have been faced with 
acute foreign-exchange problems of one kind or another. Many inter- 
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esting things could be said also about the other European countries. 
Common to these other countries is one rather extraordinary fact: 
during the period of monetary tension in Europe in the summer of 
1957, these other countries did not experience any acute strain. Sev- 
eral of them, in particular Italy and Austria, continued to add to 
their foreign-exchange reserves. 

At the present moment, i.e., at the turn of the year from 1957 to 
1958, in the European foreign-exchange markets there are less signs 
of strain than there have been for a long time. Some might think that 
it is the calm before the storm, but personally I am inclined to think 
that the readjustments and the many serious internal measures 
which have been taken in recent years are beginning to bear fruit in 
the form of a more balanced and durable international rate struc- 
ture. 

The chairman asked me to speak specifically about Europe, but I 
feel I must say a few words about other continents also. For most 
Latin-American countries, 1957 has been a year of disappointment 
and difficulties, in that the prices of the materials which they export 
have fallen, in some instances quite sharply. But an interesting fact - 
is that, notwithstanding the reduced foreign-exchange receipts and, 
in fact, to some extent as a consequence thereof, these countries, as 
a rule, have intensified their effort to fight inflation. It is not only 
that these countries, too, are tired of inflation; they realize more and 
more that political, social, and economic developments become in- 
creasingly difficult in an environment of inflation. In a large number 
of cases these countries have turned to the International Monetary 
Fund not only for financial assistance but also for technical assist- 
ance. May I take this opportunity to explain that a very large part of 
the Fund’s work is to give technical assistance—and I should think 
that in the majority of cases such assistance is given to countries 
which do not even ask for any financial resources from the Fund. 

If I should say just one word about countries in Asia, I would 
have to point out that for these countries it is more often than not 
the scope of a development plan and the intensity with which it is 
pursued that determine the monetary trend internally and in the 
balance of payments. Increased experience is all the time being 
gained in the field of financing, but it would be premature, to say the 
least, to pretend that a solution has been found to the financial prob- 
lems facing these countries. There is surely no single solution; there 
are a number of different ways by which resources may be mobilized. 
There are, I should add, two problems to which so far I have made 
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no reference but which are in everybody’s mind, and both these 
problems refer to the United States. There is, on the one hand, the 
question of the present business recession and, on the other hand, the 
question of the trend of commercial policy. To put it bluntly, the 
raw-material-producing countries are asking in the first place 
whether they have to expect a further drop in raw-material prices, 
associated with a continued slackening of business activity in the 
United States, and, second, whether they will have to face any large- 
scale revival of protectionist practices in the United States, e.g., con- 
templated increases in the tariff on lead and zinc, talks of reinstitut- 
ing a tariff on copper, voluntary restrictions on oil imports, restric- 
tions on tuna-fish imports, etc. I mentioned the raw-material-produc- 
ing countries, but similar questions were, of course, put to me every- 
where during my recent trip to Europe. Anxious questions were 
raised whether one need fear a repetition of the chain of events after 
1929. What did I answer? 

As regards the recession, I pointed out that recovery—as in the 
case of a man’s recovery after an illness—would depend on three 
things: the strength of his constitution, the treatment he receives, 
and his willingness to submit to treatment, i.e., his general behavior. 

As regards the “constitution”—the structure of the economy of 
this country—there can, of course, be little doubt that it is now 
much stronger than in 1929: not the same speculation on the stock 
exchanges, no longer the weak mortgage position, no longer the 
danger of deposits being lost in banks having to close their doors. 
Unemployed persons will receive support, which will keep up pur- 
chasing power. Private indebtedness, it is true, has been rising but 
can hardly be regarded as dangerously high at its present level. 

If we then turn to the “treatment”—the policies which will be 
applied—I believe that there is great confidence in the Federal Re- 
serve System and, in particular, in Mr. William McChesney Martin, 
and every reason to believe that the new men at the Treasury will 
co-operate to strengthen confidence. 

But what about “the behavior” of the patient? If there is anything 
that seems to me certain about the business cycle, it is that particu- 
lar care should be taken not to increase costs during the initial stages 
of the downward phase. Balance will have to be restored by an ad- 
justment of costs and a recovery of demand—but that recovery must 
come through monetary policy, not through an increase in wages, 
which simultaneously increases costs. If moderation as regards costs 
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is observed, it is likely in my opinion that, before long, this recession 
can be overcome through the ordinary means of credit policy. 

In general, I do not think that the Europeans are very worried 
about the recession here in the United States, for they cannot believe 
that things will get out of hand. They seem, in fact, to be more wor- 
ried about a possible revival of protectionist practices. The last ten 
years have witnessed a remarkable expansion in world trade, by 
which the Western world has been knit more closely together. To 
have to face just at the present moment a setback in this field would 
be nothing less than disastrous. There are today some non-industrial- 
ized countries which have restricted trade in the hope that thereby 
they would be able to pursue better their development plans. There 
are other countries which have gone back on liberalization because 
of sharp falls in their foreign-exchange reserves. These setbacks 
may, however, be reversed; Finland will again liberalize its import 
trade from January 1, 1958, and other countries may soon do the 
same. Should, however, the United States alter its policy and increase 
its protectionism, the sense of cohesion in the Western world would 
receive a very heavy blow. 

The time of a recession is, of course, a testing time for commercial 
policy, for it is then that foreign competition is more keenly felt. But 
I cannot believe that the people of this country will this time agree 
to increased protectionism. They will, no doubt, remember that tariff 
increases have in many respects been a mixed blessing for this 
country in the past, and they will also feel their responsibility for 
the prosperity of the whole free world. 

The United States is now a leading nation in monetary matters: 
what happens here affects the whole free world. It is difficult to think 
that a leading monetary nation can alter the main lines of its com- 
mercial policy according to the different phases of the business cycle 
without upsetting the balance in the world economy. The United 
States cannot escape a position of leadership, and in this, as in other 
matters, noblesse oblige. 

When one discusses the international monetary situation, one has 
to deal with several very important questions, and the important 
questions are, as we know, generally up to a point controversial. It 
has not been my intention to raise controversies, but I have had to 
indicate my own views in these matters. 

If in a few words I should try to sum up what I think about the 
state of the world’s monetary affairs, I think I can say that inflation 
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has been arrested here in the United States (and also in Canada); 
that in most other countries there is still a struggle to withstand in- 
flationary forces but that the efforts made seem to be more and more 
effective, being helped by the fact (1) that the public is tired of in- 
flation and (2) that the broad tendencies on the world markets are 
no longer strongly inflationary. On the contrary, tendencies in the 
opposite direction have set in. The United States and some other 
countries are facing a set of new problems; there is every reason to 
believe that they will be able to solve these problems under condi- 
tions which will permit continued growth in the world economy. 








THE MONEY-MARKET OUTLOOK 


THE OUTLOOK FOR LONG-TERM FUNDS* 


Orson H. Hart! 


New York Life Insurance Company 


LET US TAKE a quick look first at business conditions generally, and 
then against this background consider the outlook in the capital mar- 
ket. It has been evident for some time that the boom was coming to 
an end and a change in economic conditions was in the making. 
Quite apart from other considerations, production and prices could 
not both continue to increase indefinitely while the money supply 
was being restricted by the central bank authorities. In due course 
one had to give way to the other and then (if history be any guide) 
both would enter a period of decline. Both increased during 1956. 
Then production began to decline, but for the first nine months of 
1957 prices continued to increase. This course of events gave rise to 
the charge that hard money curtailed production rather than prices, 
and thus was no answer to the problem of inflation. But rising prices 
and falling production constitute an unstable condition that could 
not long prevail in a growing economy, and so the boom was destined 
to be halted unless the central bank authorities relented and per- 
mitted an increase in the money supply. 

The central bank authorities did not relent. In September the price 
increases were all but halted, and the decline in production was ac- 
centuated. In October the trends of both prices and production were 
downward, and on November 14 the Federal Reserve Board permit- 
ted a reduction in the discount rate at the New York Bank and three 
others, indicating that inflationary pressures were no longer pre- 
dominant. By early December the other banks all had followed suit, 
and a 3 per cent discount rate now prevails uniformly throughout 
the country. 

So now the boom is over. We have excess capacity in most major 

* This paper by Orson H. Hart and the following papers by Wesley Lindow and Roy 
L. Reierson were presented at a meeting of the American Finance Association held in 
Philadelphia on December 30, 1957. The meeting was under the chairmanship of James 
J. O'Leary, Life Insurance Association of America. The papers were discussed by George 


Ss Conklin, Jr., Robert H. Bethke, Leo Grebler, Benjamin U. Ratchford, and Sidney E. 
olfe. 


1. The views expressed by the author are his own and do not necessarily reflect those 
of the company with which he is associated. 
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lines of manufacture. Plant and equipment expenditures are declin- 
ing. The order backlog is down, and there probably is some involun- 
tary inventory accumulation at both the manufacturing and retail 
level. Bank loans have failed to respond to the normal seasonal in- 
creases this fall. Worst of all the consumer, the ultimate beneficiary 
of capital accumulation, is proving less responsive to the wares of 
the market place than he has in the recent past. In short we are now 
experiencing a letdown in business, but before you get too pessimistic 
let me suggest that there is as yet no evidence of a cumulative impact, 
and we still have ahead of us the additional requirements of the na- 
tional defense program. 

I would observe that the business cycle is not completely under 
control by a long shot, and we must all concern ourselves when 
recessions appear on the economic horizon. For my own part, how- 
ever, as matters now stand I am less worried by the recession than 
by a fear that in trying to counter it we may lay the foundations for 
a new inflation a year or so hence. 

This brings me to the question I was asked to discuss, namely, 
what is the outlook for long-term funds? Certainly it would be less 
than helpful for me to imply that I have some foolproof system for 
forecasting the outlook in any market, including the market for long- 
term funds. However, I think we can gain some perspective on the 
matter if we consider the magnitude prevailing in the market place 
in the recent past and the degree of change a reasonable pattern 
would permit over the next year. Let us focus our attention, there- 
fore, on the Sources and Uses of Funds as set forth in the format 
developed by the Life Insurance Association of America. 

Table 1 shows the main headings in these statistics substantially 
as set forth in Dr. O’Leary’s recent report to his membership, along 
with annual statistics from 1948 to 1957. I am sure you are familiar 
with this format, which is essentially a consolidation of sources and 
uses statements for the major participants in the capital market. It 
has the merit, as I see it, of drawing important long-term and short- 
term forces together into a single market. In these days of large- 
scale government financing, ranging short and long in the maturity 
scale as circumstances dictate, and with the commercial banks on 
occasion major sources of loans of ten years or more, we need to 
think in terms of one capital market in which long- and short-term 
influences are frequently commingled. 

Consider first institutional funds, which flow into the capital mar- 
ket from the life insurance companies, the savings and loan associa- 
tions, the mutual savings banks, the fire and casualty companies, the 
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corporate pension funds, and the time departments of commercial 
banks. About $21 billion are estimated to have come into the capital 
market from these sources this year. Normally these are all essen- 
tially long-term funds. Most are items that do not change substan- 
tially from year to year, and we can assume that this will be the 


course of events next year. 
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* Rough estimates on basis of preliminary data available at this date. 
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It should perhaps be noted in passing that both life company funds 
and the funds provided by savings and loan associations have tended 
to decline over the last two years, but it is more important to focus 
our attention on the time deposits of the commercial banks. These 
deposits showed an exceptional increase this year, and I am inclined 
to think quite a large part of this increase really consisted of short- 
term funds. No doubt some deposits were attracted to the commer- 
cial banks from other financial institutions as a result of the conven- 
ience of their growing branch systems in many urban centers and the 
higher rates of interest now prevailing. I think much of the 1957 gain, 
however, must have consisted of shifts from demand deposits, prob- 
ably reflecting the rising level of interest credits on funds not subject 
to withdrawal by check. It is noteworthy that bank funds (essentially 
demand deposits) declined for the first time since 1948. This does 
not make sense to me. In effect I think time deposits were used in the 
short-term market this year, and I doubt if this happens again in 
1958, at least not to the same extent. So, for 1958, there is a decline 
in institutional funds reflecting primarily a decline in time deposits 
of commercial banks but not much change in the volume going into 
the long-term market. 

Now let us look at the other non-bank contributors to the capital 
market. With the exception of the non-financial corporations these 
also are normally long-term investors. United States government 
funds—the Trust Accounts plus the Federal National Mortgage 
Association—probably will produce about the same volume of funds 
as they did this year. State and local funds, foreigners, and non- 
financial corporations also will produce about the same in the aggre- 
gate as this year. With respect to the non-financial corporations, they 
provide primarily short-term funds, but let me say that I have seen 
estimates going both ways. Some business analysts are anticipating 
increased funds based on a decline in plant and equipment expendi- 
tures while others expect a smaller volume of funds based on lower 
corporate earnings. I believe earnings will be lower next year, and so 
will plant and equipment expenditures. But developments along these 
lines will tend to offset each other, and so at the moment I see little 
basis for predicting either an increase or a decrease in the volume of 
corporate funds coming into the market place. 

This brings us down to “All other non-bank funds”—mostly indi- 
viduals and unincorporated business—which provided nearly $8 bil- 
lion to the capital market this year, and here I expect we will see 
some declines from 1957. Employment is declining. So is personal 
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income. It stands to reason that individuals will have less to invest 
under these circumstances, particularly after maintaining their life 
insurance and meeting their pension fund requirements and adding 
to their deposits with the mutual savings banks and savings and loan 
associations. With respect to unincorporated business it seems to 
me that these firms are somewhat more vulnerable to changes in 
business conditions than corporate enterprise is, so I expect the 
capital market to get a smaller volume of funds from this segment 
of the economy than it did this year. 

Now we have covered the sources of most of the long-term funds 
available to the capital market, including twilight sources that may 
be invested either long term or short term depending upon circum- 
stances, and it appears that some decline will occur in the aggregate. 
Let us pass by the bank funds for the moment and look at the prob- 
able demand for long-term money next year. I believe the corporate 
demand for both bond and stock money is going to decline next year, 
reflecting a decline in plant and equipment expenditures, and in 
passing I might observe that I think the demand for business credit 
to finance receivables and inventories also will decline. 

Finally, there was a substantial increase in the non-guaranteed 
debt of various federal corporations in 1957, and I doubt if there 
will be another large increase again this year. However, some of the 
other items on the uses side of the equation probably will increase— 
not perhaps by substantial amounts but an increase nevertheless. 
First, there are state and municipal issues, which increased in 
1957 and I think will increase again in 1958. Then I find that most 
business observers anticipate an increase in the demand for mortgage 
money, and, while I rather doubt that housing starts are going to in- 
crease next year, I think the demand for mortgage money will in- 
crease somewhat. Prices of existing housing have weakened in some 
areas of the country while residential construction seems to be one 
area where inflation is still dominant. There may be a pickup in 
mortgages placed on existing housing and a small increase in net 
new mortgages over all. 

Furthermore I believe the public debt, reflecting increased na- 
tional security spending, will increase in calendar 1958 as contrasted 
to an estimated decline of $1.3 billion this year. We hear that the 
budget will be balanced in fiscal 1959, which means that it ought to 
be balanced in calendar 1958, but I doubt that national events will 
unfold in this way, considering the public reaction to Soviet scientific 
accomplishment and progress arms-wise. Perhaps $2 billion of addi- 
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tional government debt will have to be financed next year, probably 
during the latter part of the year. 

Now let us add up all the items as best we can and strike a bal- 
ance between the demand for and supply of long-term funds. First, 
with respect to the total demand placed on the capital market, it 
looks as though this demand will not be much smaller in 1958 than 
in 1957 despite the likelihood of declining business activity at least 
in the early months of the year. Second, when we confine ourselves 
just to the long-term market it is not at all clear that there will be 
any decline in demand at all. I have tried from time to time over the 
past several weeks to match up my ideas of demand and supply in 
the long-term market, and I always end up asking myself two ques- 
tions: (1) Will the Treasury finance itself long term or short term? 
(2) Will the commercial loan departments of the commercial banks 
move into the long-term market? On the answers to these two ques- 
tions it seems to me the course of long-term interest rates hinges next 
year. Long-term bond rates have already declined very substantially, 
and I think they may have moved too far too fast. 
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THE OUTLOOK FOR THE MONEY MARKET* 


WESLEY LINDOW 
Irving Trust Co. 


It IS DIFFICULT to decide what to cover in discussing the money 
market. At the outset I think I should attempt briefly to give some- 
thing of the flavor of this amorphous institution. 

In the interests of brevity, I shall list four special characteristics 
of the money market: 

1. It is constantly changing in scope, size, and significance. 

2. Participation by lenders and borrowers goes up and down, 
sometimes in extreme fashion. 

3. Instruments in use are prone to important evolutionary 
changes. 

4. Volatility of interest rates reaches maximum levels in the case 
of some money-market instruments. For example, from the highs in 
1953 to the lows in 1954, one key money-market rate dropped more 
than 90 per cent, a second dropped about three-quarters, another by 
two-thirds. At the other end of the spectrum one rate dropped by 
less than 10 per cent. Increases in rates from the lows in 1954 to the 
recent highs were even more volatile and uneven. 

That will give you some idea of how slippery and variegated my 
subject is. It is time now to plunge into a quick catalogue of nine 
important money-market rates with a few comments about current 
conditions and the outlook. 

1. The discount rate-—This of course is the king of the rates in 
importance. While it does not dominate every one of the rates I am 
going to touch on, it certainly is the best starting point. We saw an 
unexpected event last fall: the reduction of the discount rate without 
any advance groundwork in the field of open market operations by 
the Federal Reserve. Even now, open market operations have been 
only slowly and gingerly following up that earlier dramatic action. 
The result is that, up to now, the bank reserve position has not yet 
been changed in any very fundamental degree, but many market 
interest yields have moved rather violently downward, largely, I 
think, on the basis of expectation, that is, expectation of further 


_ * Based on a panel discussion before a meeting of the American Finance Association 
in Philadelphia on December 29, 1957. Additional interpretive comments relating to de- 
velopments in early 1958 appear in parentheses. 
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monetary steps to come in the direction of ease, and expectation 
also, I presume, of further weakness in business. These are not un- 
reasonable expectations, but I want to stress that they are speculative 
rather than factual in nature. 


(Between the end of December and early February both expectations have been 


realized, of course. The discount rate was reduced another % per cent by ten of | 
the twelve Federal Reserve Banks, there was a significant easing of the reserve | 


position of member banks, and the pace of business did slow further.) 


2. Federal Funds.—This is the single most volatile interest rate 
(the one which, even on a weekly average basis, went down 90 per 
cent in 1953-54), and one of the most important indicators in the 
field of interest rates. For those who are vague about this instrv- 
ment, let me define it by calling it a “one-day loan of a deposit witha 
Federal Reserve bank.” Such deposits are, of course, also called 
“bank reserves”; they are loaned by banks that have excess reserves 
to those that are deficient in reserves. Technically, they are bought 
and sold, and not only between banks but also by government bond 
dealers. 

The Federal Funds rate has a practical ceiling at the discount rate 
and a floor of zero. No bank wants to pay more than the discount 
rate because at that point it becomes cheaper to use the discount win- 
dow, and no bank will bother to sell Federal Funds if the rate is 
zero. Since the advent of tight money, the rate on Federal Funds has 
been up near the discount rate most of the time and is still there. I 
think it will stay up near that level until the bank reserve position 
shows some substantial improvement. The Funds rate will be a 
good barometer of Federal Reserve policy, and you should watch 
this rate if you want to see what is really happening. If the Federal 
Reserve should get back to something like active ease in 1958, expect 
the Funds rate to go well below the discount rate, whatever it is. In 
1954 the Funds rate was often 1 per cent or more below the discount 
rate. Regardless of what happens to the rate, the Federal Funds 
market should broaden further in 1958. It is becoming an ever more 
important instrument. 

(The Funds rate tended to remain very close to the discount rate until late in 
January, when the second cut in the discount rate was initiated. By early Febru- 
ary, a substantial easing of the reserve position of the banks had developed, and 


the Funds rate dropped well below the discount rate. On occasional days it was 
even below 2 per cent). 


3. Treasury bills —This 91-day security is another key instru- 
ment, available in large volume and subject to heavy swings because 
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of the auction system which determines the rate each week. The rate 
on bills is much more stable than the rate on Federal Funds, but it 
is a free mover in its own smaller orbit. It does not usually go very 
much above the discount rate in periods of tight money, but it does 
go well below it in periods of easy money. 

The high in 1957 was 3.66 per cent. Since the discount rate was 
reduced to 3 per cent the bill rate has gone below 3 per cent only 
once and by a small margin at that. In the last couple of weeks it 
has been around a 34 per cent level. It may be expected to go below 
3 per cent and stay there more or less persistently only if monetary 
ease lets the Federal Funds rate go well below 3 per cent. This, by 
the way, would have a tendency to increase time deposits of foreign 
central banks in this country which have been held down because 
the yields available on Treasury bills have exceeded the maximum 
rate banks can pay on time deposits. Regulation Q limits this maxi- 
mum rate to 3 per cent so that bill rates above 3 per cent sometimes 
have tended to attract foreign funds away from time deposits. 

(Even before some of the Federal Reserve banks cut the discount rate for the 
second time, the bill rate had tended to fall below the discount rate to a moderate 
degree. However, a marked decline in the rate on Treasury bills after the second 
cut in the discount rate brought it down to 1.583 per cent on the issue dated 
February 6. Such a sharp decline was unexpected and does not seem justified by 
the degree to which money has been eased to date. A great deal of the decline 


is probably attributable to continuing anticipation of further easing of monetary 
policy and a further drop in business activity.) 


4. Finance company paper—Here I am referring to the direct 
placement type of paper issued by the major finance companies. Let 
us look at the 30-89-day maturity which today yields 32 per cent net 
to buyers. In October the rate was 3{ per cent, so the decline of 4 
per cent corresponds to the decline in the discount rate. It is not 
always so specifically tied to the discount rate. In the recession of 
1954 the rate on finance paper of 30-89-day maturity fell consider- 
ably further than the discount rate, following the pattern of the bill 
rate. Meanwhile the volume of finance paper outstanding in all 
maturities dropped considerably as the need for such funds dimin- 
ished. Today finance paper has already backed down from the peak 
volume reached last summer and, if 1954 is any guide, we must 
expect further declines in volume to lead to declines in rate perhaps 
somewhat faster than in the case of the discount rate. 


(The rate on 30-89-day finance paper fell rapidly in the first few weeks of 1958 
to 2 per cent in early February, roughly paralleling the reduction in the bill rate.) 
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5. Commercial paper —This is the much older type of paper sold 
on behalf of issuing companies by brokers. The rate on 90-day prime 
paper is now 3§ per cent net to the buyer. The rate for this maturity 
typically runs about } per cent over the finance paper rates I have 
just mentioned, although in the recession of 1954 the spread nar- 
rowed. The expectation now is that the factors which influence the 
Federal Funds rate will operate to influence both finance paper and 
commercial paper rates. 


(In early February the rate quoted above had fallen to 2§ per cent, providing 
an unusually wide spread of § per cent in comparison with finance paper.) 


6. Bankers’ acceptances——I have been asked so many questions 
about bankers’ acceptances that I want to start by spelling out the 
different costs which a borrower on an acceptance basis must pay. 
Take the 30—90-day maturity group for example: 








Offered (rate to buyer).................... 3% per cent 
Spread (dealer’s commission).............. é 
ee een ee 33 per cent 
Bank charge (prime domestic names)....... 13 
Present total cost of acceptance financing... 5 per cent 


The rates usually quoted are the bid and offered but I have seldom 
seen the total cost figure cited statistically. 

Rates on bankers’ acceptances have been quite volatile recently. 
As money tightened and bank ratios became somewhat strained, the 
volume of acceptances rose. Some loan demand was funneled into 
acceptances. The rise in volume was sufficient to push the rates up 
sharply. Last August the total cost of borrowing through acceptances 
(using the 30—-90-day maturity group I have just referred to) 
reached a peak of 58 per cent. This compared with 4% a year earlier. 
The bank charge had remained the same throughout. The increase 
of 14 per cent in cost compared with a rise of ? per cent in the dis- 
count rate and the prime rate. 

An interesting development occurred in acceptances recently. On 
December 12 the rate was reduced from a total cost of 5 per cent to 
4% per cent in the 30—-90-day maturity. On December 18 the rate 
was moved back up to 5 per cent—a confusing event when easier 
money was in the air. The explanation was that the lower rate had 
resulted in shifting certain cotton loan demand into acceptances to 
the point where the supply of funds became inadequate and the rate 
had to be raised to restore equilibrium. 

This is very relevant in speculating about future developments. 
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The rates on acceptances are tied both to other money-market rates 
and to banking conditions. So long as the banks are heavily loaned 
up and have no real relief in their reserve positions, rates on accept- 
ances are not likely to weaken very much, and, as they do decline, 
some loan demand will be shifted into acceptances. This leads me to 
bank rates, which require a series of subdivisions. 


(The rate on acceptances did decline sharply to a total cost of 4 per cent in early 
February. The rapid decline in other money rates contributed to this result, as did 
the easing in the banks’ reserve position.) 


7. Bank loans to United States government security dealers. —It 
is not generally realized how important dealers are. They are the 
market mechanism for government securities. Non-bank dealers, as 
distinct from bank dealers, require large amounts of credit from 
banks in New York and elsewhere. The rate on bank loans to dealers 
is very sensitive to each individual bank’s reserve position. Rates 
change from day to day and often within a day. Currently, New 
York banks are typically charging 4-4} per cent on such loans. 
This is a kind of prevailing range but there are temporary deviations 
by individual banks. On November 15, the day the first Federal Re- 
serve Bank reduced the discount rate, the dealer loan rate was about 
the same as it is now. Later it dropped for a time, but then the per- 
sistent tight reserve positions of the banks pushed it up again. So 
the story once again is that the discount-rate reduction has not yet 
been sufficienly supported by open market operations to bring about 
a change in the dealer rate, although a lower rate could develop 
quickly enough if easier monetary conditions were to emerge. 


(A 1 per cent decline was experienced in loans to dealers by early February, 
as a reflection of the easier money conditions then in effect.) 


A short digression on dealer activities seems necessary here. If 
you have read the Roosa “Red Book,’ perhaps you will remember 
that it contained an interesting discussion of the emergence of RP’s, 
that is, Repurchase Agreements on securities. The RP is used by the 
Federal Reserve in transactions with dealers and by dealers in 
transactions with private investors. It is also used by banks. The RP 
is controversial and this is not the place to debate its attributes. But 
it is a recent example of the money market’s ingenuity in developing 
and exploiting new instruments. 

8. Bank loans to brokers.——This is another money-market rate, 


1. Robert V. Roosa, Federal Reserve Operations in the Money and Government Se- 
curities Markets (Federal Reserve Bank of New York, July, 1956). 
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but one less sensitive than the rate to government security dealers, 
It is also typically higher because the collateral consists of private 
securities rather than government securities. In today’s conditions 
the broker rate, now at 4} per cent and equal to the prime rate of 
banks, is not likely to move quickly downward unless basic condi- 
tions cause a change in the prime rate, so let us examine the prime 
rate next. 


(The broker rate dropped to 4 per cent as of early February, along with the 
prime rate.) 


9. The bank prime rate—This is the key rate within the banks, 
It means the rate on short-term loans to substantial depositors with 
the best credit standing. It is thus a kind of floor from which other 
rates are scaled upward (except for government dealer rates, of 
course.) Longer maturities and weaker credit standing mean rates 
above the prime rate. 

The prime rate is 44 per cent today and has not changed since it 
reached that level last August. It should not be surprising that bank 
lending rates have not followed the discount rate down. Bank loans 
have flattened but have not declined. Increases this year in the 
various categories of loans are well below those of last year in most 


cases, but they are still increases. There has been no general im- 


provement in bank ratios such as Risk Assets to Total Assets, Risk 
Assets to Capital Funds, Loans to Deposits, or others in use. By 
historical standards these ratios show that the banks are pretty 
heavily committed. Not every bank is in this condition, of course, 


and some are doubtless still looking for loans. But the general pic- | 


ture has not eased and that is why bank rates are not declining 
today. 

If business weakens further, it would be reasonable to expect the 
Federal Reserve to oil up the machinery which would enable over- 
all deposits to begin growing more rapidly. Bank ratios would ulti- 
mately begin to improve then because of growing deposits and 
declining loan demand accompanying inventory liquidation. These 
would be the conditions leading to reductions in lending rates. 


(Comments by bank managements at annual meetings held in January stressed 
the high loan ratios and the lack of reserves and suggested that rate reductions 


were not yet generally appropriate. Yet the prime rate was cut to 4 per cent shortly | 


thereafter when the Federal Reserve Banks undertook the second reduction in the 
discount rate. Some banks resisted the decline for two or three days, but ultimately 
the 4 per cent rate was uniformly adopted. ) 
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Conclusion.—The business picture holds the key to the money 
market. If business weakens further, money-market rates will work 
lower, some with much greater volatility than others. The key rate 
to watch is that on Federal Funds (in relation to the discount rate), 
which will best reflect Federal Reserve policy and the reserve posi- 


tion of the banks. 








THE OUTLOOK FOR FEDERAL RESERVE 
AND TREASURY POLICY 


Roy L. REIERSON 
Bankers Trust Company, New York 


ONE OF THE CHALLENGING aspects of credit policy, and of fiscal 
policy as well, is that decisions are constantly subject to test and 
appraisal in the light of current economic developments. At all times, 
the economy, especially one so broad and complex as that of the 
United States, is beset by cross-currents; judgments on matters of 
policy usually require a careful and delicate weighing of the many 
conflicting forces at work. This is particularly true today, as the 
economy seems to be entering a new and more difficult phase of the 
business cycle. 


CuRRENT EcoNoMIcC TRENDS 


In the course of 1957, the economy clearly changed direction. 
Earlier in the year, the most prominent factor in the picture was the 
continuing tremendous capital investment boom. Inflationary pres- 
sures still predominated, and the fear began to spread that the pace 
of inflation might quicken; credit demands were high and rising. 
More recently, the balance has shifted: production has declined, 
credit demands have eased, some basic commodity prices have un- 
dergone sharp corrections, the capital goods boom has topped off and 
the inflationary psychology has subsided. 

If the shaping of credit and fiscal policy were as simple and 
mechanical a process as some observers suggest, the prescription for 
action would require little cogitation; aggressive credit easing and 
large deficit financing would be the accepted remedy until the econ- 
omy should once again embark upon an upward course. Unfortu- 


nately, however, neither is the economic trend so well defined nor is 7 


the relationship between fiscal and credit policy on the one hand, and 
economic activity on the other, so obvious as to make such a course 
of action self-evident. In other words, neither the policy-makers nor 
your speaker is so easily absolved of their respective assignments. 

In the first place, the economic outlook is by no means clear-cut. 
Competent forecasters hold widely differing views regarding the 
future, and these views range from the conviction that a serious de- 


318 








tee 


fiscal 
- and 
imes, 
f the 
rs of 
many 
s the 
f the 


ction. 
is the 
pres- 
) pace 
‘ising. 
lined, 
e un- 
ff and 


2 and 
yn for 
g and 
econ- 
fortu- 


nor is 7 


d, and 
course 
rs nor 
nents. 
ur-cut. 
ig the 
us de- 








Federal Reserve and Treasury Policy 319 


pression lasting many years is imminent to the belief that the present 
represents no more than a brief lull before the economy surges to 
new peaks. Moreover, substantial arguments can be marshalled in 
favor of both points of view and of the various shadings of opinion 
between these extremes. 

Furthermore, not all forces in the economy are operating in the 
same direction. While inflationary pressures have weakened for the 
time being, they are still present; some prices of goods and services 
are still on the uptrend. Also, labor costs are still rising and are ex- 
pected to continue upward in the year ahead almost regardless of 
general business conditions. The private investment boom has 
passed its peak and excess industrial capacity has become wide- 
spread, but public construction is rising rapidly and the Treasury 
budget outlook is deteriorating as defense spending is due to mount 
again while tax receipts will fall off. Thus, in this period of business 
sag as well as during the previous boom, conflicting tendencies exist 
side by side in our economy to sow confusion among economists as 
well as to challenge the skill of those responsible for policy decisions. 

To make matters worse, the international situation, economically 
as well as politically, appears disturbing, to say the least. The world- 
wide investment boom is showing signs of easing and balance-of- 
payments difficulties are general throughout much of the free world. 
At the same time, the threat of a military explosion is ever present 
in some part of the world or other, with all the possible implications 
for defense spending and consumer and business psychology in the 
United States. Nor can we ignore the possibility of further Soviet 
achievements in the scientific arena spurring us to greater efforts— 
and greater federal expenditures—than appear in prospect so far. 

As a final observation, regardless of differences of opinion regard- 
ing the current outlook, we may accept the premise that the economy 
eventually will embark upon a renewed cyclical rise, at which time it 
will again be essential, in the interests of stable progress, to restrain 
the rate of expansion. Thus, the credit and fiscal authorities cannot 
be governed exclusively by considerations of the immediate moment 
but must take into account the implications of current actions for 
the future if they are not to compound their problems in the next 
stage of the business cycle. 


CrEpDIT PoLicy 


The environment in the credit markets has already shifted 
markedly since the reduction in the discount rate in mid-November. 
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The decline in yields on intermediate- and long-term obligations has 
been of unparalleled speed; in a few weeks the yields have declined 
as much as over several months in 1953-54. The cost of long-term 
credit has been reduced, funds are more readily available, and bor- 
rowing terms are less onerous. 

In the short-term credit markets, the changes have been less pro- 
nounced but still significant. Money-market yields have declined and, 
although bank loans are still near record levels, there are signs that 
the climate for bank lending is gradually changing. Furthermore, 
economic forces in the period immediately ahead will contribute 
measurably to an easing in credit conditions, and this easing could 
become quite substantial, even without further Federal Reserve 
action, should business continue to sag and the downward trend in 
bank loans persist. 

In the light of the recent decline in industrial activity, the Federal 
Reserve may be expected to provide the commercial banks with suf- 
ficient reserves to enable them to reduce their borrowings, replenish 
their depleted holdings of short-term government securities, and pos- 
sibly add to other earning assets as well. One may venture the guess 
that the Federal Reserve will place major reliance upon open market 
operations to achieve these goals, although if the business news con- 
tinues unfavorable, another reduction in the discount rate would not 
be unexpected. 

There has been much speculation recently as to the prospects for 
a reduction in reserve requirements. We need a long-range program 
designed to provide the reserves required to support economic 
growth over the years, eliminate archaic differentiations in reserve 
requirements of various classes of banks, and bring reserve require- 
ments in the United States more closely in line with those prevailing 
in major financial centers abroad. Obviously, it is easier to make 
progress toward these objectives in an environment such as the 
present, in which credit demands have eased and credit policy is less 
restrictive, than during an inflationary boom. Should such a step be 
taken, however, it need not and presumably would not result in a 
flooding of the market with excessive reserves, since open market 
operations can be used to avert undue credit ease. 

A drastic easing of credit is not appropriate under current eco- 
nomic conditions; it would probably do more harm than good. A 
resurgence of inflationary psychology is by no means out of the 
question, especially in the light of the persistent rise in production 
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costs and the tense world situation. Should the Federal Reserve be 
unduly generous in providing funds to the market at this time, it 
might find itself severely hampered in its operations if a turnabout 
in policy became necessary, since considerable time is usually re- 
quired to remove excessive liquidity from the markets. The benefits, 
however, would probably be very limited; excessively easy credit 
would hardly be likely to stimulate either a renewed upturn in busi- 
ness investment spending or aggressive consumer buying, since in- 
dustrial capacity, as noted, is more than adequate and consumers 
are more heavily in debt than ever before. 


FiscaL Poricy 


It is sad but true that fiscal policy has not been used to any impor- 
tant extent to support credit policy during the recent business boom. 
On the contrary, especially in 1957, fiscal problems added to the 
difficulties of the Federal Reserve. The Treasury, at the peak of the 
boom, was running only a nominal budget surplus, and large cash 
borrowings had to be undertaken to replenish its cash balance. 

Present prospects are for further deterioration in the Treasury’s 
position in the year ahead. The expansion in the defense program, 
possible congressional action on taxes, and the effect of lower business 
activity upon tax receipts are as yet too vague to permit specific pro- 
jections with any degree of confidence, but it is difficult to avoid the 
conclusion that a substantial Treasury budget deficit lies ahead. 

It is probably true that this may not pose an immediate inflation- 
ary threat; indeed, a deficit is commonly regarded as appropriate at 
this stage of the cycle. However, unless the decline in business and 
incomes is mild and short-lived, the budget deficit will soon assume 
disturbing proportions. 

The outlook for higher defense outlays and the widespread dis- 
satisfaction with present tax rates underscores the need for a really 
forthright and courageous reduction in non-defense expenditures. 
Particular attention should be given to public works projects and 
other expenditures which call for only small expenditures in their 
early years but, once initiated, eventually require progressively rising 
outlays as time goes on. Also, the President should be given the 
authority to veto individual items in appropriation bills. 

In the field of debt management, the Treasury faces almost as 
formidable a financing job in 1958 as in 1957. Maturities of market- 
able securities total about $53 billion in the year ahead, compared 
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with $59 billion in 1957; about 60 per cent of the maturing obliga. 
tions are again held outside the Federal Reserve and the government 
investment accounts. 

If, as is likely, attrition on maturing marketable securities and 
redemptions of savings bonds are lower than in the past twelve) 
months, gross new financing requirements in 1958 may be somewhat 
less than in 1957. New cash offerings in calendar 1958 may be under 
$15 billion, compared with $17.2 billion in 1957. In any event, how. 
ever, the Treasury faces the disagreeable prospect of having to enter 
the market every quarter of 1958. 

The current economic climate indicates that the Treasury will) 
endeavor to lengthen the debt. It appears likely that medium-term) 
securities will be used in large part, and it seems reasonable to expect 
commercial banks to add to their holdings of such issues as well as 
of short-term Treasury obligations in 1958. At the same time, it is to 
be hoped that the Treasury will continue its efforts, resumed last 
September, to place additional bonds of long term, possibly on @ 
larger scale. A real lengthening of the maturity of the federal debt is 
imperative if a further deterioration in the debt structure is to be’ 
averted. 








